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HEARING  ON  INVESTMENT  IN  CRITICAL  TECH- 
NOLOGIES THROUGH  THE  SMALL  BUSINESS 
ADMINISTRATION'S  EXISTING  FINANCING 
PROGRAMS 


WEDNESDAY,  JUNE  9,  1993 

U.S.  Senate, 
Committee  on  Small  Business, 

Washington,  DC. 
The  Committee  met,  pursuant  to  notice,  at  10:37  a.m.,  in  room 
SR-428A,   Russell   Senate   Office   Building,   Hon.    Dale   Bumpers, 
Chairman  of  the  Committee,  presiding. 

OPENING  STATEMENT  OF  HON.  DALE  BUMPERS,  A  U.S.  SENATOR 
FROM  THE  STATE  OF  ARKANSAS 

The  Chairman.  Good  morning.  First,  I  want  to  apologize  for  my 
lateness  in  arriving  here.  It  is  just  a  classic  case  of  what  always 
happens  here  when  you  have  two  very  important  Committee  as- 
signments at  the  same  time.  It  is  not  unusual,  and  if  anything  the 
situation  grows  worse. 

In  order  to  make  up  for  a  little  lost  time,  I  will  insert  my  open- 
ing statement  in  the  record,  and  we  will  go  straight  to  our  wit- 
nesses. 

[The  prepared  statement  of  Senator  Bumpers  follows:] 

Prepared  Statement  of  Senator  Dale  Bumpers 

The  Small  Business  Committee  today  considers  the  nature  and  extent  of  small 
business  investment  in  technologies  which  are  critical  to  the  Nation's  future  eco- 
nomic competitiveness.  Included  in  our  review  will  be  financing  of  technology  com- 
panies by  the  Small  Business  Administration  and  by  Small  Business  Investment 
Companies  licensed  by  SBA.  The  Committee  is  concerned  about  legislation  recently 
reported  by  the  Senate  Commerce  Committee,  S.  4,  which  appears  to  overlap,  if  not 
duplicate,  the  existing  SBIC  program. 

It  goes  without  saying  that  the  world  economy  at  the  end  of  the  Twentieth  Centu- 
ry is  almost  unimaginably  different  than  that  of  even  a  half-century  earlier.  We 
must  expect  the  pace  of  technological  change  to  continue,  and  we  in  Congress  must 
help  foster  the  ability  of  American  firms  to  compete  in  this  rapidly  changing  world. 

The  cost  and  availability  of  capital  is  as  critical  for  technology  ventures  as  it  is 
for  small  business  generally.  That  issue  is  hardly  new  to  this  Committee,  and  it 
seems  to  be  very  much  on  the  mind  of  President  Clinton.  For  two  years  we  held 
extensive  hearings  into  the  Small  Business  Investment  Company  program,  which 
has  produced  some  of  America's  most  spectacular  economic  successes  as  well  as  few 
notable  losses.  These  hearings,  as  well  as  assessments  of  the  program  done  by  out- 
side experts,  culminated  last  year  in  the  passage  of  H.R.  5191,  the  Small  Business 
Equity  Enhancement  Act  of  1992,  which  was  signed  by  President  Bush  on  Septem- 
ber 4,  1992,  as  Public  Law  102-366. 
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That  legislation  created  the  basis  for  a  new  and  improved  SBIC  program  which 
allows  the  government  to  take,  in  effect,  an  equity  position  in  individual  SBICs 
through  a  new  "Preferred"  Security.  Under  this  new  Security,  interest  on  money 
loaned  to  the  SBIC  will  be  suspended  while  the  SBICs  clients  companies  mature. 
This  kind  of  patient  capital  has  been  the  desperate  need  of  growth-oriented,  entre- 
preneurial companies  since  the  inception  of  the  SBIC  Act  in  1958.  In  return  for  for- 
bearance on  debt  service  while  investments  mature,  SBA  will  participate  in  any 
eventual  profits  of  the  SBIC. 

This  new  SBIC  program  was  the  product  of  countless  hours'  work  by  the  House 
Small  Business  Committee,  this  Committee,  and  members  of  the  administration  and 
industry.  Evidently,  our  handiwork  was  so  admired  by  some  members  or  staff  of 
other  Congressional  Committees  that  they  decided  to  replicate  the  program  in  the 
Department  of  Commerce.  The  House  companion  bill  to  S.  4,  drafted  by  the  House 
Space,  Science  and  Technology  Committee,  actually  incorporates  parts  of  our  bill 
from  leist  year  by  reference  to  the  citation.  It  calls  the  new  entities  CTICs,  Critical 
Technology  Investment  Companies. 

It  is  said  that  imitation  is  the  sincerest  form  of  flattery,  and  both  this  Committee 
and  SBA  are  flattered  that  the  Commerce  Committee  and  the  House  Science  Com- 
mittee chose  one  of  our  programs  as  a  role  model.  Unhappily,  however,  this  new 
"wannabe"  program  feeds  from  the  same  trough  as  existing  small  business  pro- 
grams, namely  the  Commerce,  Justice  and  State  Appropriations  bill  and,  as  a 
member  of  that  subcommittee,  I  know  that  we  haven't  enough  corn  to  go  around  for 
existing  programs.  SBAs  largest  loan  program.  Sec.  7(a)  guaranteed  bank  loans, 
spent  its  last  dollar  and  hasn't  made  a  loan  since  April  28,  with  no  relief  in  sight. 

The  new  SBIC  program  will  need  substantial  additional  resources  above  baseline 
in  1994  to  fulfill  its  legislated  mandate  and  to  meet  an  important  economic  need. 
Those  resources  are  nowhere  in  sight.  Hence,  I  have  grave  reservations  about  creat- 
ing a  similar,  competing  business-financing  program  at  the  Commerce  Department, 
and  particularly  one  that  is  not  limited  to  small  business. 

We  have  a  distinguished  group  of  experts  on  business  finance,  not  the  least  of 
which  is  our  new  SBA  Administrator.  Erskine  Bowles  brings  to  SBA  an  unprece- 
dented depth  of  experience  in  the  realm  of  business  finance.  He  and  those  who 
follow  will  help  educate  us  and,  I  hope,  advise  whether  the  new  CTIC  program  is 
needed  sufficiently  to  justify  any  overlap  with  the  SBIC  program. 

The  Chairman.  I  will  simply  say  for  the  record  that  the  real  pur- 
pose of  this  hearing  is  to  discuss  the  pros  and  cons  of  having  essen- 
tially two  SBIC  programs,  one  in  the  Commerce  Department  and 
one  at  the  SBA  dealing  with  the  same  subject.  It  makes  absolutely 
no  sense  to  me.  Since  I  first  heard  about  it,  I  found  it  almost  surre- 
alistic that  we  were  even  contemplating  such  a  thing.  I  am  going  to 
resist  that  with  all  the  might  I  can. 

I  may  not  be  successful,  but  it  is  the  exemplification  of  what  is 
wrong  with  the  Government  when  you  duplicate  programs,  create 
two  bureaucracies  to  carry  out  the  same  functions,  one  experi- 
enced, with  a  30  year  history,  and  the  other  one  totally  new.  As  I 
say,  it  must  makes  no  sense. 

Our  first  witness  this  morning  is  our  distinguished  administrator 
of  the  Small  Business  Administration,  whose  already  begun  to 
acquit  himself  precisely  the  way  I  anticipated  he  would.  Mr. 
Bowles,  we  are  honored  to  have  you  with  us  this  morning.  Please 
proceed  with  your  testimony. 

STATEMENT  OF  HON.  ERSKINE  B.  BOWLES,  ADMINISTRATOR, 
SMALL  BUSINESS  ADMINISTRATION;  ACCOMPANIED  BY  WAYNE 
FOREN,  DIRECTOR,  INVESTMENT  DIVISION,  SMALL  BUSINESS 
ADMINISTRATION 

Mr.  Bowles.  Thank  you,  Mr.  Chairman.  Mr.  Chairman  and  mem- 
bers of  the  Committee,  it  is  a  pleasure  for  me  to  appear  before  you 
today  to  discuss  the  contribution  SBA  lending  and  investment  pro- 
grams have  made  to  technology  development.  I  would  like  to  sum- 


marize  my  testimony,  if  that  is  all  right  with  you,  Mr.  Chairman, 
and  ask  that  my  written  testimony  be  submitted  for  the  record. 

The  Chairman.  You  will  make  permanent  friends  here  by  sum- 
marizing. 

Mr.  Bowles.  Thank  you,  sir. 

Wayne  Foren,  who  is  director  of  the  SBAs  Investment  Division 
which  supervises  our  SBIC  program  is  with  me  today  also. 

As  you  know,  SBA's  primary  business  loan  programs  are  the  7(a) 
program  and  the  504  program,  which  are  basically  secured  lending 
programs.  These  two  programs,  when  adequately  funded,  account 
for  97  percent  of  our  business  lending  and  investment  activities. 
Because  these  are  debt  programs  and  therefore  do  not  provide  the 
kind  of  patient  capital  that  is  normally  associated  with  equity,  the 
7(a)  program  and  the  504  program  are  not  geared  to  financing  seed 
and  early  stage  technology  firms.  Patient  capital  usually  comes  in 
the  form  of  either  equity  capital  or  debt  capital  with  equity  fea- 
tures. By  that,  I  mean  a  company  using  this  type  of  financing 
makes  no  interest  or  principal  payments  during  its  early  years 
when  its  cash  flow  requirements  are  the  greatest. 

The  SBA's  SBIC  program  is  our  agency's  primary  vehicle  for  fi- 
nancing technology  development  and  commercialization.  The  pro- 
gram was  begun  almost  35  years  ago  to  provide  risk  capital  to  man- 
ufacturing and  pioneering  firms.  Certainly,  companies  that  develop 
and  commercialize  critical  technology  qualify  as  pioneering  firms. 

Under  the  SBIC  program,  the  SB  A  licenses  privately  owned  and 
managed  venture  capital  firms  whose  sole  purpose  is  to  provide 
capital  in  the  form  of  equity  and  long-term  subordinated  debt  to 
small  companies.  These  small  companies  need  seed  capital  for 
startup  and  expansion  capital  to  fund  their  growth,  modernization, 
or  expansion.  It  is  significant  to  understand  that  the  SBIC  program 
is  the  only  Federal  Government  program  of  its  type  financing  ven- 
ture capitalists. 

Since  1958,  SBICs  have  provided  a  total  of  $11  billion  of  financial 
assistance  to  over  57,000  small  businesses.  Of  the  $11  billion  the 
venture  capitalists  have  invested,  61  percent  has  gone  to  companies 
less  than  3  years  old. 

The  Chairman.  Let  me  interrupt  you.  Say  that  again,  now? 

Mr.  Bowles.  Of  the  $11  billion  that  we  have  funded  to  venture 
capitalists,  61  percent  of  that 

The  Chairman.  61  percent? 

Mr.  Bowles.  61  percent  has  gone  to  companies  less  than  3  years 
old;  46  percent  has  gone  to  manufacturing  companies,  and  16  per- 
cent has  been  invested  in  technology.  That  percentage  has  been  in- 
creasing over  the  last  several  years. 

During  the  last  5  years,  an  average  of  $100  million  a  year  has 
been  provided  by  SBICs  to  technology  firms.  We  also  note  that 
about  half  of  the  300  operating  SBICs  have  technology  companies 
in  their  portfolio.  Clearly,  technology  investment  is  a  broad-based 
activity  within  the  SBIC  program. 

There  are  many  success  stories  of  technology  firms  that  receive 
SBIC  financing  at  critical  stages  in  their  development.  Intel  Corpo- 
ration, for  example,  was  financed  by  SBICs  during  its  development 
stages.  Cray  Research  and  Apple  Computer  are  two  other  well- 


known  technology  firms  that  received  significant  SBIC  financing 
during  critical  stages  in  their  growth  and  development. 

Today,  these  three  companies  alone,  just  these  three  companies, 
employ  almost  45,000  people,  they  have  revenues  in  excess  of  $13.5 
billion,  and  they  pay  $763  million  in  taxes  annually.  Mr.  Chair- 
man, these  three  companies  have  paid  over  $3  billion  in  taxes 
during  their  existence,  which  is  more  than  the  entire  amount  of  fi- 
nancial assistance  provided  by  the  Government  to  all  SBICs  in  the 
program's  entire  history — just  these  three  companies. 

Clearly,  the  economic  benefit  from  these  investments  in  terms  of 
technology  development,  jobs,  revenue,  and  taxes  has  been  enor- 
mous. But  these  are  simply  a  few  of  the  better-known  technology 
companies  financed  through  the  SBIC  program.  The  May  24,  1993, 
issue  of  Business  Week  Magazine  has  a  feature  article  called  "Hot 
Growth  Companies,"  a  review  of  the  100  best  small  corporations. 

In  this  article  which  reviews  the  100  best  small  corporations  in 
America  it  discloses  that  at  least  10  were  financed  by  SBICs,  of 
which  seven,  or  70  percent,  are  technology  companies.  These  seven 
companies  were  started  between  1979  and  1984,  and  the  SBICs  pro- 
vided their  initial  financing  to  these  companies  between  1983  and 
1991.  The  total  annual  sales  of  these  seven  companies  have  in- 
creased 10  times,  and  their  employment  has  increased  four  times 
since  receiving  their  SBIC  financing.  These  companies  are  simply 
further  evidence  of  the  SBIC  program's  strong  support  of  the  tech- 
nology sector. 

Mr.  Chairman,  financing  technology  is  a  high  risk,  high  return 
business  that  should  only  be  undertaken  by  management  experi- 
enced in  making  such  investments.  Professional  venture  capitalists 
such  as  those  funded  by  the  SBA's  SBIC  program  are  paid  to  take 
carefully  considered  risks  that  they  believe  have  a  reasonable  op- 
portunity for  superior  returns.  They  must  show  above  average 
return  on  these  investments  to  justify  the  additional  risk.  They 
also  clearly  recognize  that  not  every  investment  in  every  high  tech 
company  will  be  successful. 

We  believe,  as  does  the  venture  capital  industry,  that  the  recent 
legislative  changes  to  the  SBIC  program  that  were  approved  almost 
unanimously  by  the  Congress  last  year  will  cause  significant  pri- 
vate capital  to  flow  into  the  SBIC  program  and  will  result  in  great- 
er use  of  SBA  guarantee  authority.  These  changes  will  mean  more 
capital  flowing  into  the  SBIC  program  generally  and  into  technolo- 
gy firms  specifically. 

At  the  present  time  there  are  several  SBICs  being  formed  that 
will  focus  on  assisting  technology  firms.  Based  on  expressions  of  in- 
terest, we  could  have  150  to  200  licensed  applications  for  SBICs 
over  the  next  2  years.  Assuming  average  private  capital  levels  will 
be  $10  to  $15  million  each,  that  could  be  $1.5  to  $3  billion  of  new 
private  capital  flowing  into  the  program  over  the  next  2  years. 
With  leverage  of  approximately  two  times,  that  could  mean  an  ad- 
ditional $3  to  $6  billion  flowing  into  the  market  for  a  total  of  $4.5 
to  $9  billion  of  new  capital  flowing  into  venture  capital  over  the 
next  several  years.  And  that's  into  venture  capital  in  general  and 
into  technology  companies  specifically. 

Mr.  Chairman,  clearly,  without  any  legislative  action,  we  believe 
increased    amounts    of   financing    will    flow    to    technology    firms 


through  the  SBIC  program  beginning  in  fiscal  year  1994.  Creating 
a  special  program  to  provide  venture  capital  for  critical  technology 
will  only  enhance  this  activity. 

The  administration  shares  your  goal  of  assisting  sniall  business 
that  are  developing  and  commercializing  technology  without  dupli- 
cating current  programs  or  replacing  the  assistance  provided  by 
the  private  sector.  As  you  may  be  aware,  an  article  in  the  Wall 
Street  Journal  on  June  1,  1993  concerning  private  sector  assistance 
was  headlined,  "Venture  Capital  Investment  Soars,  Reversing  a  4- 
Year  Slide." 

That  article  noted  the  significant  increase  in  private  venture  cap- 
ital in  1992  for  technology  businesses,  and  predicted  that  venture 
capital  investment  is  likely  to  grow  further  in  1993.  Other  research 
suggests  that  significant  gaps  in  funding  may  exist,  particularly  for 
early  stage  and  seed  capital  situations. 

The  SBA  plans  to  work  closely  with  the  Department  of  Corn- 
merce  to  better  understand  what  assistance  is  available  in  the  pri- 
vate sector  and  to  determine  what,  if  any,  new  Federal  assistance 
is  necessary  for  venture  capital.  I  have  already  met  with  Secretary 
Brown  to  discuss  ways  in  which  our  two  agencies  can  work  togeth- 
er in  partnership  to  address  a  host  of  issues. 

I  note  that  both  the  House-passed  legislation  H.R.  820  as  well  as 
S.  4  as  ordered  reported  by  the  Senate  Commerce  Committee,  re- 
quire the  Department  of  Commerce  to  develop  an  operating  plan 
for  achieving  the  goal  of  assisting  companies  to  develop  technol- 
ogies. I  can  assure  you,  Mr.  Chairman,  that  based  on  my  extensive 
discussions  with  Secretary  Brown  that  I  will  be  actively  involved  in 
the  development  of  that  plan. 

Of  course,  any  new  assistance  for  technology  companies  has  to  be 
viewed  along  with  other  administration  efforts  to  encourage  pri- 
vate lending,  lower  interest  rates,  and  improve  the  overall  econo- 
my. We  appreciate  your  support  and  the  support  of  the  members  of 
the  Committee  in  those  efforts. 

In  conclusion,  I  should  state  that  I  believe  it  is  essential  that  ade- 
quate patient  capital  be  available  domestically  for  development 
and  commercialization  of  the  critical  technologies  that  will  be  the 
foundation  for  a  21st  century  economy.  The  United  States  must 
invest  in  these  technologies  if  it  is  to  be  competitive  in  the  global 
marketplace  for  the  next  century.  Clearly,  the  SBA's  SBIC  pro- 
gram has  been  and  will  continue  to  be  an  effective  vehicle  to  pro- 
vide patient  capital  to  venture  capitalists  who  will  in  turn  finance 
the  startup,  the  growth,  and  the  expansion  of  small  and  intermedi- 
ate firms.  This,  of  course,  includes  technology  companies. 

Mr.  Chairman,  this  concludes  my  prepared  remarks.  I  will  be 
happy  to  answer  any  questions  you  may  have. 

[The  prepared  statement  of  Mr.  Bowles  follows:] 

Prepared  Statement  of  Erskine  B.  Bowles 

Mr.  Chairman  and  Members  of  the  Committee:  It  is  a  pleasure  to  appear  before 
you  today  to  discuss  the  contribution  the  SBA  finance  programs  have  made  to  tech- 
nology development. 

As  you  know,  SBA's  primary  business  loan  programs  are  the  7(a)  loan  program 
and  the  504  development  company  loan  program  which  are  essentially  secured  lend- 
ing programs.  These  two  programs  account  for  97  percent  of  our  business  lending 
and  investing  programs.  Because  these  are  debt  programs  and  therefore  do  not  pro- 
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vide  the  kind  of  patient  capital  that  is  normally  associated  with  equity,  the  7(a)  pro- 
gram and  the  504  program  are  not  geared  to  financing  seed  and  early  stage  technol- 
ogy firms.  Patient  capital  usually  is  either  equity  capital  or  debt  capital  with  equity 
features.  By  that  I  mean  a  company  using  this  type  of  financing  makes  no  interest 
or  principal  payments  during  its  early  years,  when  its  cash  flow  requirements  are 
greatest. 

A  funding  program  primarily  consisting  of  debt  securities  can  be  effectively  uti- 
lized by  technology  firms  during  their  later  stages  when  they  are  generating  suffi- 
cient cash  flow  to  service  debt;  however,  large  amounts  of  debt  capital  are  generally , 
not  appropriate  for  seed  and  early  stage  technology  firms  that  are  incurring  losses 
and  experiencing  rapid  growth  and  therefore  significant  working  capital  and  capital 
expenditure  needs. 

The  Small  Business  Investment  Company  (SBIC)  program  is  the  SBA's  primary 
program  for  financing  technology  development.  The  program  was  created  over  35 
years  ago  to  provide  risk  capital  to  manufacturing  and  "pioneering"  firms.  This  ini- 
tiative was  based  on  a  Federal  Reserve  study  which  concluded  that  these  firms  did 
not  have  adequate  access  to  long  term  patient  capital.  Companies  that  develop  and 
commercialize  critical  technology  certainly  qualify  as  pioneering  firms. 

Under  the  SBIC  program,  the  SBA  licenses  privately  owned  and  managed  venture 
capital  investment  companies,  whose  sole  purpose  is  to  provide  capital  in  the  form 
of  equity  and  long-term  subordinated  debt  to  small  firms.  These  small  companies 
need  seed  capital  for  start-up  and  expansion  capital  to  fund  their  growth,  modern- 
ization or  expansion.  The  SBA  provides  these  licensed  venture  capitalists  with  fi- 
nancial assistance  usually  by  guaranteeing  their  securities  which  are  funded  in  the 
public  markets.  In  some  cases,  the  SBA  purchases  the  licensee's  securities  directly. 
It  is  significant  to  understand  that  the  SBIC  program  is  the  only  Federal  Govern- 
ment program  of  its  type  financing  venture  capitalists. 

CRITICAL  TECHNOLOGY 

The  SBIC  program  uses  a  high  technology  definition  based  on  categories  of  indus- 
tries and  the  critical  technology  definition  is  based  on  products  and  processes. 

Mr.  Chairman,  you  referenced  critical  technologies  as  those  identified  pursuant  to 
section  603(d)  of  the  National  Science  and  Technology  Policy,  Organization  and  Pri- 
orities Act  of  1976,  as  amended.  This  act  established  a  national  critical  technology 
panel  to  identify  critical  technologies.  The  panel  has  identified  critical  technologies 
based  on  the  products  and  processes  that  are  being  developed.  Unfortunately,  the 
SBA's  information  is  summarized  according  to  the  Office  of  Management  and 
Budget  definition  of  industries,  rather  than  products  and  processes,  and  we  do  not 
currently  have  sufficient  information  in  our  existing  data  bases  to  recompile  on  a 
timely  basis  the  data  you  requested  based  on  products  and  processes. 

Our  statistics  are  based  on  a  high  technology  industry  definition  that  was  estab- 
lished by  the  Office  of  Technology  assessment  in  1984  and  it  includes  small  concerns 
that  are  classified  within  23  specific  three  digit  standard  industrial  classification 
(SIC)  codes.  Although  this  definition  is  different  than  the  product  and  process  relat- 
ed critical  technology  definition  referenced  in  S.  4,  we  believe  the  SBIC  prograrn  has 
made  a  major  contribution  in  the  development  and  commercialization  of  critical 
technology.  Examples  would  include: 

(1)  Intel's  development  of  the  computer  chip 

(2)  Cray  Research 

(3)  Apple  Computer 

(4)  Compaq  Computer 

(5)  Symbol  Technologies,  Inc. 

(6)  Data  Race,  Inc. 

(7)  Citation  Computer  Systems 

(8)  VMARK  Software 

(9)  Xyplex,  Inc. 

(10)  American  Medical  Electronics 

The  SBA  office  of  Small  Business  Innovation,  Research  and  Technology  (SBIR) 
has  established  a  system  of  classification  for  program  purposes  that  sets  forth  122 
technology  areas.  Most  of  these  areas  fit  the  22  critical  technology  product  and  proc- 
ess categories.  We  are  now  in  the  process  of  investigating  the  feasibility  of  accumu- 
lating SBIC  program  statistics  for  technology  using  the  classification  system  estab- 
lished by  our  SBIC  office.  If  adopted,  this  system  should  produce  information  the 
kinds  of  critical  technologies  the  SBA  is  financed  through  our  SBIC  program. 

An  alternative  tracking  system  could  link  SBICs  to  critical  technologies.  For  ex- 
ample, "ceramics"  is  considered  to  be  a  critical  technology  material.  Standard  indus- 


try  classifications  making  up  ceramics  would  include  the  manufacturing  industries 
of  ceramic  fiber  (3299);  ceramic  glazed  brick,  clay  (3251);  ceramic  tile,  floor  and  wall 
(3253);  and  the  wholesale  industry  of  ceramic  wall  and  floor  tile,  wholesale  (5032). 

SBIC  PROGRAM  PERFORMANCE 

Since  1958,  SBICs  managed  by  venture  capitalists  have  provided  a  total  of  $11  bil- 
lion of  financial  assistance  to  over  57,000  small  businesses.  While  the  program  has 
not  been  limited  to  manufacturing  and  pioneering  firms,  they  have  received  a  signif- 
icant portion  of  this  financing.  Of  the  $11  billion  the  venture  capitalists  have  invest- 
ed, 61  percent  has  gone  to  companies  less  than  3  years  old,  46  percent  has  gone  to 
the  manufacturing  sector,  and  16  percent  has  been  invested  in  technology. 

It  is  noted  "pioneering  firms"  are  not  limited  to  technology  firms.  Probably  the 
best  example  of  such  a  firm  is  Federal  Express.  Readily  recognizable  success  stories 
would  be  Gymboree  Corp.,  Staples,  Inc.,  and  the  Wholesale  Club. 

According  to  Venture  Economics,  the  leading  venture  industry  information 
source,  since  1958,  approximately  $1.6  billion  of  SBIC  financing  cumulatively  has 
been  used  to  finance  advanced  technologies  in  their  early  years  of  development. 
These  funds  have  leveraged  an  additional  $7.1  billion  from  other  private  investment 
sources. 

During  the  last  5  years,  an  average  of  $100  million  a  year  has  been  provided  by 
SBICs  to  technology  firms.  We  also  note  that  over  half  of  the  300  operating  SBICs 
have  technology  firms  in  their  portfolio.  Therefore,  this  a  broad  based  activity 
within  the  program. 

There  are  many  success  stories  of  technology  firms  that  received  SBIC  financing 
at  critical  stages  in  their  development.  Intel  Corporation,  for  example,  was  financed 
by  SBICs  during  its  development  stage.  As  a  result,  Intel  is  a  leading  manufacturer 
of  microprocessors.  Cray  Research  and  Apple  Computer  are  two  other  well  known 
technology  firms  that  received  significant  SBIC  financing  during  critical  stages  in 
their  growth  and  development. 

Today,  these  three  companies  employ  44,800  people,  have  total  annual  revenue  ex- 
ceeding $13.5  billion,  and  pay  $763  million  in  taxes  annually.  Their  annual  taxes 
alone  exceed  the  entire  cost  to  the  government  of  the  SBIC  program.  They  have 
paid  over  $3  billion  in  taxes  during  their  existence  which  is  more  than  the  entire 
amount  of  financial  assistance  provided  by  the  government  to  all  SBICs  in  the  pro- 
gram's history.  Clearly,  the  economic  benefit  from  these  investments  in  terms  of 
technology  development,  jobs,  revenue  and  taxes  has  been  enormous. 

The  May  24,  1993,  issue  of  Business  Week  magazine  has  a  feature  article  called 
"hot  growth  companies".  A  review  of  "the  100  best  small  corporations"  disclosed 
that  at  least  10  were  financed  by  SBICs  and  7  of  these  10  are  technology  companies. 
These  7  companies  were  started  between  1979  and  1984  and  the  SBICs  provided  fi- 
nancing to  these  companies  between  1983  and  1991.  The  total  annual  sales  for  these 
7  companies  at  the  time  of  their  SBIC  financing  were  $25.9  million  and  the  aggre- 
gate annual  sales  for  these  companies  has  increased  almost  ten  fold  since  that  time 
to  $232.6  million.  The  aggregate  emplojonent  of  these  7  companies  when  financed 
was  252  and  the  current  employment  is  1,029.  Finally,  the  income  taxes  paid  in  the 
last  fiscal  year  by  these  7  companies  was  $10  million,  while  the  total  SBIC  invest- 
ment in  these  companies  was  only  $6.6  million. 

Mr.  Chairman,  financing  technology  is  a  high  risk/high  return  business  that 
should  only  be  undertaken  by  management  teams  experienced  in  making  much  in- 
vestments. Professional  venture  capitalists  are  paid  to  take  carefully  considered 
risks  that  they  believe  have  a  reasonable  opportunity  for  superior  returns.  They 
must  show  above  average  returns  on  their  investments  to  justify  the  additional  risk. 
They  clearly  recognize  that  not  every  investment  they  make  will  be  successful. 

THE  RESTRUCTURED  SBIC  PROGRAM  WILL  INCREASE  VENTURE  CAPITAL  AVAILABLE 
THROUGH  THE  SBIC  PROGRAM  AND  FINANCING  TO  TECHNOLOGY  FIRMS 

As  explained  above,  SBICs  have  successfully  funded  technology  firms  since  the 
early  1960's.  However,  there  have  been  structural  problems  in  the  program  which 
limited  its  effectiveness. 

We  believe,  as  does  the  venture  capital  industry,  that  the  recent  legislative 
changes  to  the  SBIC  program  that  were  approved  almost  unanimously  by  the  Con- 
gress last  year  will  cause  significantly  more  private  capital  to  flow  into  the  SBIC 
program  and  will  result  in  far  greater  use  of  the  SBA  guarantee  authority.  These 
changes  will  mean  more  funds  flowing  into  the  SBIC  program  generally  and  into 
technology  firms  specifically. 


Based  on  expressions  of  interest,  we  could  have  150-200  license  applications  for 
SBICs  over  the  next  2  years.  Assuming  average  private  capital  levels  will  be  $10  to 
$15  million,  that  could  be  $1.5  to  $3.0  billion  of  new  private  capital  flowing  into  the 
program  over  the  next  2  years. 

At  the  present  time,  there  are  several  SBICs  being  formed  that  will  focus  on  as- 
sisting technology  firms.  As  an  example,  a  proposed  new  SBIC,  Northeast  Venture 
Partners,  is  being  formed  to  serve  the  northeast  corridor  and  the  middle  atlantic 
area.  It  will  be  managed  by  zero  stage  capital,  a  well  established  venture  capital 
firm  which  has  specialized  in  early  stage  technology  investments.  At  present,  they 
are  managing  four  separate  venture  partnerships  with  total  private  capital  of  $40 
million.  Their  goal  is  to  raise  an  additional  $35  million  primarily  from  pension 
funds  to  capitalize  this  new  SBIC  that  will  provide  seed  and  expansion  capital  to 
firms  involved  in  the  following  technology  areas:  computer  hardware  and  software, 
biotechnology,  biomedical  engineering,  energy  and  environmental  technology,  tele- 
communications, and  networking.  This  SBIC  will  be  associated  with  the  Research 
Park  at  Penn  State  University  and  it  will  work  closely  with  John  Preston  at  the 
M.I.T.  Technology  Transfer  Center. 

As  you  can  see,  Mr.  Chairman,  we  believe  that  without  any  legislative  action,  in- 
creased amounts  of  financing  will  flow  to  technology  firms  through  the  SBIC  pro- 
gram beginning  in  FY  1994.  Creating  a  special  program  to  provide  venture  capital 
for  critical  technology  will  only  enhance  this  activity. 

SUMMARY  OF  THE  CHANGES  THAT  WILL  ENCOURAGE  FINANCING  TECHNOLOGY 

The  joint  effort  by  the  Administration  and  the  Congress  to  restructure  the  SBIC 
program  is  almost  complete.  These  legislatively  approved  changes  to  the  SBIC  pro- 
gram will  greatly  expand  the  number  of  venture  capitalists  and  institutional  inves- 
tors who  want  to  form  and  fund  an  SBIC  which  will  in  turn  finance  start  up  and 
growth  oriented  small  businesses.  The  most  significant  changes  to  the  SBIC  pro- 
gram contained  in  this  new  legislation  are  as  follows: 

•  Expanded  definition  of  private  capital.  Both  private  and  public  pension 
funds  can  now  invest  in  an  SBIC  as  well  as  State  and  local  government.  Previ- 
ously, only  private  pension  funds  could  invest.  Commitments  from  institutional 
investors  will  also  be  recognized  as  private  capital. 

•  New  security  for  venture  capital  SBICs.  The  new  participating  security  will 
allow  SBICs  to  match  their  sources  and  uses  of  funds.  They  will  use  the  pro- 
ceeds from  the  SBA  guaranteed  participating  securities  to  make  equity  invest- 
ments in  small  businesses.  SBICs  don't  make  payments  on  their  participating 
securities  until  their  investments  in  these  small  companies  mature  and  are  har- 
vested. 

•  The  participating  security  enables  SBICs  to  provide  the  kind  of  patient 
equity  capital  that  small  businesses  need  to  grow  and  expand.  Previously,  SBICs 
generally  had  to  provide  capital  to  small  firms  in  the  form  of  current  pay  debt 
security.  The  requirement  to  pay  current  interest  placed  a  strain  on  the  cash 
flow  of  these  small  businesses.  Small  businesses  generally  have  cash  flow  prob- 
lems in  their  early  years  either  due  to  the  fact  that  they  are  producing  losses  or 
the  fact  that  they  are  growing  so  rapidly  they  are  consuming  cash. 

•  This  new  participating  security  will  attract  a  significant  amount  of  new 
capital  from  institutional  investors  to  the  venture  capital  business.  Previously, 
pension  funds  and  other  institutional  investors  did  not  invest  in  SBICs  because 
their  investment  in  debt  securities  would  cause  the  institution  to  incur  a  tax 
liability  for  unrelated  business  taxable  income  (UBTI). 

•  Increase  the  maximum  amount  of  government-backed  funding.  The  amount 
of  government  backed  leverage  one  SBIC,  or  several  SBICs  operating  under 
common  control,  can  obtain  has  been  increased  from  $35  million  to  $90  million. 

CAPITAL  GAP  FOR  CRITICAL  TECHNOLOGY  FIRMS 

Accurately  measuring  the  unmet  demand  for  capital  by  early,  seed-stage  critical 
technology  firms  is  difficult.  It  also  must  be  stressed  that  the  venture  capital  com- 
munity will  not  fund  every  single  new  critical  technology  firm  that  seeks  financing 
regardless  of  the  amount  of  funds  available  to  this  sector.  In  some  cases  the  per- 
ceived risk  of  investing  in  these  firms  is  simply  deemed  by  the  venture  capitalists  to 
be  too  high  in  relation  to  the  potential  reward.  This  is  often  the  case  when  the  pro- 
posed projects  are  deemed  not  to  be  commercially  viable  or  the  management  team  is 
perceived  not  to  have  the  ability  to  take  a  good  idea  and  turn  it  into  a  successful 
venture.  Notwithstanding  these  cautionary  comments,  I  believe  a  significant  capital 
gap  does  exist  for  small  seed  and  early  stage  technology  firms. 


You  have  asked  that  I  present  my  views  concerning  the  size  of  a  company,  meas- 
ured in  net  worth,  above  which  venture  capital  and  other  financing  for  technology 
development  are  available  from  the  existing  banking  and  securities  markets. 

This  is  a  very  difficult  question  to  address.  The  ability  to  raise  funds  for  high 
technology  companies  whether  from  banks  or  securities  markets  depends  less  on  the 
size  of  the  company  and  much  more  on  the  perceived  risk  of  the  investment  and  the 
related  potential  return  expectations.  As  an  example,  companies  with  almost  no 
assets  but  a  great  idea  and  an  experienced  management  team  have  been  able  to 
access  the  public  securities  markets  based  on  the  perceived  strength  of  "their  story" 
and  the  potential  return.  In  general,  however,  high  tech,  start  up  ventures  with  no 
operating  history  are  perceived  to  be  far  too  risky  for  banks  to  finance.  These  com- 
panies generally  must  turn  to  the  venture  capital  industry  for  their  financing.  The 
more  capital  intensive  the  industry  is,  the  greater  the  need  for  funds  from  the  ven- 
ture capitalist.  Unfortunately  over  the  last  5  years,  the  annual  amount  of  venture 
capital  being  formed  in  the  United  States  decreased  from  $4  billion  to  $1  billion.  In 
1992,  industry  sources  believed  that  there  was  an  increase  in  venture  capital  forma- 
tion. Our  hope  is  that  the  restructured  SBIC  program  will  help  to  dramatically  re- 
verse this  downward  trend  in  the  funds  flowing  to  the  venture  capital  industry  for 
investment  in  growth-oriented  small  companies. 

For  a  more  definitive  answer,  extensive  research  would  need  to  be  performed  and 
information  would  need  to  be  obtained  from  various  commercial  banks,  investment 
banks  and  venture  firms. 

You  have  also  asked  that  I  present  my  views  concerning  the  extent  to  which  joint 
ventures  of  small  firms  and  larger  firms  are  able  to  receive  financing,  including 
venture  capital,  from  existing  sources  for  technology  development. 

In  a  joint  venture,  each  party  brings  something  to  the  table.  Usually,  the  small 
firm  has  the  people  with  the  creative  talent  and  expertise.  The  larger  firm  usually 
provides  financial  support  and  other  capabilities  including  a  delivery  system  that 
the  small  firm  has  not  developed.  These  relationships  often  offer  an  improved  oppor- 
tunity for  success  of  the  venture  and  therefore  greatly  improve  access  to  third  party 
capital.  As  in  anything  else,  depending  on  the  level  of  commitment  by  the  larger 
firm,  its  involvement  in  the  venture  may  cause  the  joint  venture  to  have  additional 
access  to  capital  to  develop  technology  that  it  would  not  have  otherwise.  This  addi- 
tional access  to  capital  could  come  from  the  larger  firm  itself  or  from  venture  cap- 
italists who  perceive  greater  opportunity  for  the  new  company  due  to  the  larger 
firm's  participation. 

These  joint  venture  relationships  should  be  fostered  to  achieve  a  public  purpose: 
domestic  development  of  critical  technology.  To  stimulate  such  a  public  purpose  it 
may  be  appropriate  for  the  government  to  provide  some  assistance  to  such  joint  ven- 
tures. 

ASSISTANCE  FOR  TECHNOLOGY  DEVELOPMENT 

The  administration  shares  your  goal  of  assisting  small  businesses  that  are  devel- 
oping and  commercializing  technologies  without  duplicating  current  programs  or  re- 
placing the  assistance  provided  by  the  private  sector. 

As  you  may  be  aware,  an  article  in  the  Wall  Street  Journal  of  June  1,  1993,  con- 
cerning private  sector  assistance  was  headlined  "venture  capital  investment  soars, 
reversing  4-year  slide."  That  article  noted  the  significant  increase  in  private  ven- 
ture capital  in  1992  for  "technology  businesses"  and  predicted  that  venture  capital 
investment  is  likely  to  grow  further  in  1993.  Other  research  suggests  that  gaps  may 
exist,  particularly  for  early  stage  and  seed  capital. 

We  plan  to  work  closely  with  the  Department  of  Commerce  to  better  understand 
what  assistance  is  available  in  the  private  sector  and  to  determine  what,  if  any,  new 
federal  assistance  is  necessary.  I  have  already  met  with  Secretary  Brown  to  discuss 
ways  in  which  our  agencies  can  work  together  to  address  a  host  of  issues. 

I  note  that  both  the  House-passed  competitiveness  legislation,  H.R.  820,  and  S.  4, 
as  ordered  reported  by  the  Senate  Commerce  Committee  require  the  Department  of 
Commerce  to  develop  an  operating  plan  for  achieving  the  goal  of  assisting  compa- 
nies to  develop  technologies.  I  can  assure  you,  Mr.  Chairman,  that  I  will  be  actively 
involved  in  the  development  of  that  plan. 

Of  course,  any  new  assistance  for  technology  companies  has  to  be  viewed  along 
with  other  administration  efforts  to  encourage  private  lending,  lower  interest  rates, 
and  improve  the  overall  economy.  We  appreciate  your  support  and  the  support  of 
the  Members  of  this  Committee  in  those  efforts. 
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CONCLUSION 

It  is  essential  that  adequate  patient  capital  be  available  domestically  for  develop- 
ment and  commercialization  of  the  critical  technologies  that  will  be  the  foundation 
for  a  21st  century  economy.  The  United  States  must  invest  in  these  technologies  if  it 
is  to  be  competitive  in  the  global  marketplace  of  the  next  century. 

Clearly,  the  SBA's  SBIC  program  has  been,  and  will  continue  to  be,  an  effective 
vehicle  to  provide  patient  capital  to  venture  capitalists  who  will  in  turn  finance  the 
start  up,  growth,  and  expansion  of  small  and  intermediate  firms.  This  includes  tech- 
nology firms. 

Mr.  Chairman,  this  concludes  my  prepared  remarks.  I  will  be  happy  to  answer 
any  questions  you  may  have. 

The  Chairman.  Mr.  Bowles,  of  course,  to  me  that  is  an  excellent 
statement  because  it  precisely  sums  up  my  own  view  of  this  entire 
problem.  And  you  know,  at  first  I  thought  well,  maybe  we  can  ac- 
commodate S.  4  by  saying  that  we  will  add  some  legislation  saying 
it  is  the  sense  of  the  Congress  that  SBICs  should,  all  things  being 
equal,  give  higher  consideration  to  critical  technology  applications, 
as  opposed  to  ordinary  small  business. 

But  I  am  not  willing  to  do  that.  After  all,  SBICs  are  there  not  to 
favor  one  type  of  business  or  another.  But  certainly,  when  they  get 
applications  that  are  meritorious  and  they  can  take  an  equity  posi- 
tion or  loan  money  to  a  small  high  tech  startup,  they  do  it. 

Now,  one  of  the  things  that  I  would  like  for  you  to  supply  to  me 
and  the  Committee,  if  you  would  be  kind  enough  to  send  it  out  to 
individual  Members  of  this  Committee,  is  the  current  10-year  histo- 
ry of  the  number  of  high  tech  loans — or  technology  loans,  they  do 
not  have  to  be  high  tech  or  biotech — a  list  of  the  loans  that  have 
been  made  by  SBICs  to  technology  companies  over  the  past  10 
years  in  both  numbers  and  in  dollars. 

What  I  want  to  do  is  to  see  what  the  trend  is.  Are  SBICs  invest- 
ing more  in  technology  companies  or  less?  This  is  one  of  the  points 
I  think  that  was  made  by  somebody  in  the  Commerce  Committee, 
that  venture  capital  for  high  tech  companies  has  been  drying  up. 
Incidentally,  that  is  the  whole  genesis  of  the  Bumpers  capital  gains 
proposal,  is  to  reverse  that  very  trend  and  attract  money  especially 
for  biotech  and  high  tech  operations.  They  are  very  expensive  to 
start  up. 

But  anjrway,  having  said  that,  I  cannot  think  of  a  question  I  can 
ask  you  because  you  have  made  the  speech  that  I  will  make  on  the 
floor  of  the  Senate  when  we  attempt  to  remove  this  provision  of  S. 
4. 

Senator  Lautenberg.  Verbatim? 

The  Chairman.  I  may  just  read  the  statement.  With  the  normal 
gestures. 

But  I  would  like  to  ask  you  this,  Mr.  Bowles,  at  what  size,  meas- 
ured in  net  worth,  are  companies  no  longer  candidates  for  venture 
capital  investments? 

Mr.  Bowles.  Let  me  try  to  address  that  in  real  world  terms, 
having  spent  a  good  portion  of  my  career  in  this  very  industry. 

Mr.  Chairman,  size  in  terms  of  net  worth  generally  is  not  the 
critical  component  of  determining  whether  or  not  a  company  re- 
ceives financing.  I  have  seen,  as  you  have  also,  any  number  of  com- 
panies that  had  no  more  than  a  dream,  but  a  very  strong  manage- 
ment team  that  the  market  believed  could  implement  that  dream 
and  turn  it  into  a  reality. 
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I  have  seen  companies  with  a  dream  and  a  good  story  be  able  to 
access  the  public  markets  for  literally  hundreds  of  millions  of  dol- 
lars, just  based  on  that  dream  and  that  dream  alone,  with  no  track 
record  and  no  history,  it  is  a  brand  new  company. 

At  the  same  time,  I  should  state  without  any  hesitation  that  gen- 
erally early  stage  high  tech  startup  companies  do  not  find  the 
banks  of  this  country  willing  to  make  loans  to  them  because  of  the 
perceived  risk  of  that  investment.  So  a  startup  generally  does  not 
find  funds  available  from  the  banking  community.  In  general,  they 
will  have  to  turn  to  the  venture  capital  community  for  that  financ- 
ing. 

Clearly,  the  more  capital  intensive  this  company  is,  and  that  can 
either  be  working  capital  intensive  for  working  capital  to  finance 
for  future  growth  or  working  capital  to  finance  early  losses,  or  cap- 
ital intensive  because  of  the  capital  expenditure  needs  of  a  compa- 
ny that  it  will  have  to  make  to  be  competitive  in  a  global  market 
place,  that  really  determines  the  amount  and  size  of  the  funding 
they  need  in  order  to  be  competitive  in  the  market  place. 

So  generally,  the  size  component  does  not  so  much  function 
based  on  the  assets  of  a  company  or  the  need  for  funds  or  the  avail- 
ability of  financing,  but  more  on  the  strength  of  the  story  and  the 
management  team  and  the  industry  within  which  the  company  is 
going  to  compete. 

The  Chairman.  In  short,  what  effect  do  you  think  the  new  par- 
ticipating security  is  going  to  have  on  investments  in  critical  tech- 
nologies in  the  future?  Is  it  going  to  increase  it  or  not? 

Mr.  Bowles.  I  think  clearly,  and  again  we  have  a  35-year  history 
to  work  from,  but  the  new  legislation  which  the  Congress  approved 
last  year  is  truly  revolutionary.  I  think  it  is  the  most  important 
piece  of  legislation  that  I  can  imagine  being  passed  by  the  Congress 
as  it  affects  the  venture  capital  industry.  It  is  very  far  reaching 
legislation.  I  just  signed  the  regulations  yesterday  and  sent  them 
over  to  0MB  for  approval. 

I  believe  that  you  will  see  no  less  than  150  to  200  SBICs  being 
formed,  based  on  the  early  indications  of  interest  we  have. 

The  Chairman.  200? 

Mr.  Bowles.  150  to  200.  There  are  now  approximately  325,  so 
that  shows  you  just  in  the  number.  Two,  I  believe  you  will  see  the 
size  of  these  venture  capital  firms  being  much  larger  than  the  ones 
being  formed  before.  I  think  you  will  see  private  equity  capital  in 
the  range  of  $10  to  $15  million  going  into  each  one  of  these.  That 
means  $1.5  to  $3  billion  worth  of  new  private  capital  going  into 
these. 

One  of  the  reasons  why  I  think  you  will  see  larger  pools  being 
formed  is  that  part  of  the  legislation  allows  for  pension  funds  and 
other  types  of  institutional  investors  to  invest  in  it.  Because  of  the 
way  the  legislation  is  crafted,  the  pension  funds  no  longer  have  the 
unrelated  business  taxable  income  problem  that  they  previously 
had  in  investing  in  such  funds. 

But  if  you  have  $1.5  to  $3  billion  worth  of  new  private  capital 
going  into  the  SBICs,  and  since  most  of  the  nonbank-related  SBICs 
employ  leverage  as  part  of  their  program — and  that  leverage  is 
about  two  to  one — I  think  you  could  see  between  $3  to  $6  billion 
worth  of  new  debt  capital  there.  So  that  would  be  a  total  of  about 
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$4.5  to  $9  billion  of  new  capital  flowing  into  the  venture  market- 
place over  the  next  several  years. 

That  would  be  extraordinary.  And  if,  in  fact,  that  did  happen, 
and  if  in  fact  just  the  same  percentages  held  forward  that  have 
held  forward  in  the  past,  approximately  20  percent  of  that  would 
go  to  what  we  call  high-tech  firms.  How  much  of  that  would  fall 
within  the  critical  technologies  we  do  not  have  the  data  to  tell  you. 
But  I  would  assume  a  good  portion  of  it  because  the  critical  tech- 
nologies are  the  technologies  of  the  future. 

The  Chairman.  Incidentally,  as  you  testified  there  is  an  article 
in  the  June  1  Wall  Street  Journal  where  it  says  the  venture  capital 
funds  investment  in  small  companies  nearly  doubled  in  1992. 

Mr.  Bowles.  Yes,  sir,  I  did. 

The  Chairman.  That  flies  in  the  face  of  the  argument  made  in 
the  Commerce  Committee  the  other  day. 

Mr.  Bowles.  The  trend  line  has  been  down  over  a  number  of 
years  for  capital  flowing  into  venture  capital.  We  did  see  a  blip  up 
last  year.  We  hope  to  see  a  blip  up  this  year.  But  the  trend  line 
clearly  was  down  before  that. 

The  Chairman.  Senator  Pressler? 

STATEMENT  OF  HON.  LARRY  PRESSLER,  A  U.S.  SENATOR  FROM 
THE  STATE  OF  SOUTH  DAKOTA 

Senator  Pressler.  Thank  you,  Mr.  Chairman.  I  apologize  for 
being  late.  I  have  been  over  in  the  Foreign  Relations  Committee 
where  I  had  some  legislation  I  had  to  take  care  of. 

Let  me  commend  Chairman  Bumpers  and  SBA  Administrator 
Bowles  for  their  efforts  on  this  issue.  I  have  found  this  to  be  a  very 
difficult  debate.  I  am  amazed  that  we  are  wrestling  with  it  because 
logic  seems  to  be  so  much  on  the  side  of  not  creating  duplicate  pro- 
grams and  also  keeping  the  government  focused  on  helping  small 
businesses. 

I  asked  Commerce  Secretary  Ron  Brown  about  this  during  a 
hearing  of  the  Commerce  Committee  earlier  this  year.  At  that  time 
he  concurred  with  me  that  there  was  no  point  in  creating  another 
bureaucracy.  This  bill,  S.  4,  came  to  the  Commerce  Committee  for 
mark-up  and  Senator  Hollings  claimed  that  he  had  the  votes  on  his 
side  to  block  attempts  to  move  the  CTIC  program  to  the  SBA.  We 
had  various  people  who  would  have  made  speeches,  but  would  have 
voted  against  the  program's  move  to  SBA  in  an  effort  to  pass  the 
bill  out  of  Committee  and  get  it  to  the  floor  where  the  whole 
Senate  could  act  on  it.  Perhaps  we  should  have  fought  it  out  there. 
However,  we  did  not  think  we  had  the  votes  in  the  Committee  be- 
cause of  the  overwhelming  pressure  due  to  the  fact  that  Senator 
Hollings  wanted  to  report  the  bill  out. 

Now,  I  am  concerned  about  this  issue  for  a  number  of  reasons. 
The  Wall  Street  Journal  has  another  article  today  which  maybe 
has  been  referred  to  already  which  pretty  well  summarizes  the 
wrestling  around  that  we  are  going  through  here.  In  addition,  I 
cannot  understand  why  the  administration  does  not  have  a  clear 
position  on  this. 

But  it  appears  to  me  that  we  are  building  a  duplicative  bureauc- 
racy in  Commerce  very  similar  to  one  already  in  existence  at  SBA. 
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Also,  we  are  lifting  the  cap  on  the  size  of  recipient  companies,  al- 
lowing a  Fortune  500  company  to  qualify  for  Government  financing 
just  as  a  small  company  can  under  the  current  SBA  program. 

Now,  you  probably  covered  these  issues  already  and  I  apologize 
for  being  late  in  getting  here,  but  have  I  stated  this  correctly? 

Mr.  Bowles.  Senator,  I  should  state  that  I  believe  the  article  in 
today's  Wall  Street  Journal  overstresses  the  disagreement,  if  any, 
within  the  administration.  I  have  met  with  Secretary  Brown  as  re- 
cently as  yesterday  for  over  an  hour.  I  am  confident  that  over  a 
reasonably  short  period  of  time  the  Secretary  and  I  can  agree  on 
an  appropriate  resolution  of  the  administration's  position  to  move 
forward. 

Senator  Pressler.  Please  remind  him  that  he  told  Senator  Pres- 
sler  during  a  Commerce  Committee  hearing  that  the  program 
should  remain  in  SBA. 

Mr.  Bowles.  Yes,  sir. 

Senator  Pressler.  You  might  be  interested  in  that,  Mr.  Chair- 
man. 

The  Chairman.  Senator  Pressler,  if  I  may  at  this  point  inject  this 
about  the  Wall  Street  Journal  article  this  morning.  In  the  second 
paragraph  it  says,  "Officials  at  both  agencies  want  to  head  up  a 
new  government  venture  capital  program  for  small  and  mid-sized 
high  technology  companies  that  Congress  may  create  as  early  as 
this  month."  That  is  not  true.  S.  4  has  no  limitation  on  the  size  of  a 
company. 

It  suggests  that  they  concentrate  on  companies  with  a  $50  mil- 
lion or  less  net  worth.  And  I  might  say  at  this  point  a  company 
with  a  $50  million  net  worth  has  no  business  seeking  government 
largess.  They  ought  to  be  able  to  go  to  any  bank  and  get  a  loan. 
But  there  is  no  limit.  There  is  absolutely  nothing  to  keep  Intel 
from  getting  a  business  loan  under  this.  They  would  not  normally, 
of  course.  But  there  is  no  limitation  on  the  size. 

SBA  is  just  now  increasing  the  size  standard  in  SBICs  from  $6  to 
$18  million.  And  I  think  that  is  a  very  wise  move,  but  I  think  that 
is  about  the  maximum  we  ought  to  go  to  right  now.  That  is  one  of 
the  really  fatal  flaws  in  S.  4,  that  there  is  no  limit.  Anybody,  I  do 
not  care  who  it  is,  even  Frank  Lautenberg's  company  could  borrow 
money  from  it. 

[Laughter.] 

Senator  Pressler.  Mr.  Chairman,  you  have  been  a  champion  of 
this  and  you  did  a  great  deal  of  work  lining  up  votes  in  the  Com- 
merce Committee,  although  Senator  Rollings  claimed  he  had  them 
reduced  to  speeches.  So  we  will  find  out  on  the  floor.  But  I  want  to 
commend  you  for  your  leadership  on  this. 

Now,  Mr.  Bowles,  in  this  same  Wall  Street  Journal  article  you 
are  quoted  as  saying  you  feel  very  strongly  the  program  should  be 
at  SBA.  Now,  that  is  what  you  are  saying  to  the  Secretary  of  Com- 
merce? Will  you  take  this  up  with  President  Clinton,  if  necessary? 

Mr.  Bowles.  Senator,  I  have  no  question  in  my  mind  that  Secre- 
tary Brown  and  I,  after  our  meeting  yesterday,  will  be  able  to  work 
out  a  position  that  the  Congress  will  find  to  be  a  good  one.  I  think 
it  will  be  a  position  that  makes  sense.  I  think  there  are  lots  of 
grounds  of  mutual  cooperation.  I  think  we  have  a  very  good  rela- 
tionship. I  think  that  article  grossly  overstates  the  differences  in 
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the  opinions  at  this  point  in  time,  and  I  believe  we  will  be  able  to 
work  this  out  with  little  or  no  problem. 

Senator  Pressler.  Good.  Now,  Senator  Rockefeller  says  he  wants 
to  make  the  Department  of  Commerce  like  it  was  back  when  Her- 
bert Hoover  was  Secretary  of  Commerce.  I  do  not  know  what  it  was 
like  then,  and,  very  frankly  I  am  having  trouble  figuring  this 
whole  thing  out.  I  do  not  know  why  we  are  fighting  about  this  be- 
cause it  seems  to  me  that  everything  works  well  under  current  pro- 
grams. We  have  a  bureaucracy  set  up  in  the  SB  A  to  do  this,  and  we 
limit  the  size  of  the  companies  that  are  involved.  All  the  logic  is  on 
the  side  of  the  status  quo.  What  can  we,  as  Senators,  do?  What  is 
our  next  step? 

Mr.  Bowles.  Having  only  been  in  Washington  for  about  a  month, 
I  would  not  even  begin  to  advise  you  what  to  do. 

[Laughter.] 

Senator  Pressler.  I  found  this  whole  fight  kind  of  frustrating  be- 
cause it  seems  the  logic  is  just  so  overwhelming.  I  have  a  number 
of  questions  here.  I  think  some  of  them  have  been  asked. 

As  you  are  aware,  in  the  Commerce  Committee  we  have  been  de- 
bating this  creation  of  the  Critical  Technology  Investment  Compa- 
ny program.  At  the  markup  of  S.  4,  Senator  Rockefeller  made  a 
number  of  comments  as  to  why  he  believes  the  SBA  should  not 
handle  a  program  for  CTICs.  I  would  like  to  hear  your  response  to 
these  points. 

Do  SBICs  provide  patient  investment  capital;  that  is,  early  stage 
financing  for  long-term  projects?  His  argument  is  that  it  takes  pa- 
tient investment  capital,  and  somehow  that  would  be  less  available 
in  SBA.  I  cannot  understand  that. 

Mr.  Bowles.  That  is  clearly  not  the  case.  Senator.  If  you  look  at 
the  new  legislation  that  you  all  approved  almost  unanimously  last 
year,  it  was  designed  to  provide  patient  capital.  And  in  fact,  the 
CTIC  program  is  a  mirror  image  of  that  program,  almost.  So  it  is 
almost  a  duplicate  of  patient  capital. 

I  do  think  patient  capital  is  surely  what  is  needed  for  venture 
capital. 

Senator  Pressler.  Now,  regarding  the  proposed  change  in  the 
size  standards  for  SBA  from  $6  million  to  $18  million  in  net  worth, 
would  the  new  standards  allow  most  companies  that  could  not  get 
financing  for  a  promising  idea  somewhere  else  obtain  help  from  the 
SBA?  In  other  words,  are  there  many  companies  out  there  that  are 
larger  than  $18  million  in  net  worth  but  not  large  enough  to  obtain 
capital  in  non-governmental  markets? 

Mr.  Bowles.  Senator,  I  am  very  pleased  to  be  supportive,  and  the 
new  regulations  that  we  sent  over  to  OMB  this  week  include  this, 
of  raising  the  size  standards  in  the  SBIC  program  from  $2  million 
to  $6  million  in  average  income,  net  income,  and  from  $6  million  to 
$18  million  in  average  net  worth.  The  reason  I  am  supportive  of 
that  is  I  do  believe  that  historically  a  number  of  small  businesses 
have  not  been  able  to  arrange  capital  for  their  second  and  third 
tier  financing,  which  they  need  as  they  go  through  critical  stages  of 
growth.  Increasing  the  size  standards  in  this  amount  will  allow  us 
to  meet  that  need.  So  I  am  very  pleased  to  be  supportive  of  raising 
it  to  that  level. 
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Senator  Pressler.  Are  there  any  models  in  Japan,  Germany,  or 
other  foreign  countries  that  would  help  make  the  case  that  this 
program  should  be  kept  at  SBA  or  that  would  make  the  argument 
that  it  should  be  moved  to  Commerce? 

Mr.  Bowles.  Maybe  Mr.  Foren  can  speak  to  that.  I  simply  am 
unaware  of  any. 

Mr.  Foren.  Whether  or  not  it  should  be  at  SBA  or  Commerce  I 
do  not  know,  but  there  is  a  very  small  SBIC  program  in  Japan  that 
I  am  aware  of.  I  am  not  aware  of  any  comparable  program  in 
Europe. 

Senator  Pressler.  I  know  the  SBA  has  put  in  several  years  of 
work  to  reform  the  SBIC  industry.  Where  do  the  final  regulations 
stand  right  now,  and  when  will  they  be  issued? 

Mr.  Bowles.  Senator,  you  are  correct.  A  lot  of  long,  hard  work 
has  gone  into  restructuring  the  SBIC  program.  And  again,  I  think 
the  Senate  and  the  House  has  a  lot  to  be  proud  of  in  the  new  legis- 
lation because  I  think  it  does  create  a  security  that  does  provide 
patient  capital  to  the  venture  capital  industry.  But  it  is  a  long  and 
difficult  process  to  go  through. 

It  was  begun  in  July  1991,  and  just  yesterday  I  signed  the  regula- 
tions to  go  over  to  the  0MB  for  approval.  So  as  you  can  see,  it  is  a 
long  process.  We  would  expect  that  those  regulations  would  be  ap- 
proved sometime  between  as  early  as  120  to  a  maximum  of  180 
days  from  now. 

Senator  Pressler.  One  final  question,  and  then  I  shall  submit 
the  rest  of  my  questions  for  the  record.  One  bill  I  am  familiar  with 
through  my  work  on  the  Judiciary  Committee  and  which  the  Presi- 
dent is  about  to  sign  into  law  is  bipartisan  legislation  that  will 
amend  and  clarify  the  National  Cooperative  Research  Act  of  1984 
and  encourage  more  joint  ventures  for  the  production  of  advanced 
technology  products.  It  passed  the  Senate  by  unanimous  consent 
and  with  the  President's  full  support.  Will  that  piece  of  legislation 
affect  SBA's  programs? 

Mr.  Bowles.  I  am  in  favor  of  joint  ventures  of  small  firms  and 
larger  firms  being  able  to  access  the  financing  that  we  would  offer 
through  the  SBIC  program,  and  let  me  tell  you  why.  Generally,  the 
small  firm  would  bring  to  the  table  the  creative  idea,  perhaps  even 
a  patent,  and  also  some  people  who  have  some  real  expertise  in  a 
particular  industry. 

What  they  often  lack  is  the  management  strength,  a  delivery 
system,  marketing  expertise,  and  financial  expertise.  And  often 
times  a  joint  venture  partner,  a  larger  firm,  can  bring  that  to  the 
table  and  form  a  new  joint  venture  company,  a  small  business  that 
is  a  joint  venture  between  a  group  of  creative  people  with  an  idea 
and  a  larger  company  that  brings  other  strengths  to  the  table  in- 
cluding capital. 

I  would  like  to  see  in  the  future  such  joint  ventures  be  able  to 
access  the  SBIC  program  through  the  venture  capital  firms  if,  in 
fact,  the  venture  capitalists  who  are  experienced  in  funding  small 
firms  believed  that  that  joint  venture  was  worthy  of  funding. 

Senator  Pressler.  Finally,  do  you  see  any  evidence  that  big  com- 
panies would  get  more  of  the  government's  high  tech  financing  as- 
sistance if  S.  4  were  enacted  as  currently  written?  Do  you  see  this 
shift  from  SBA  to  Commerce  as  a  way  of  getting  a  bigger  piece  of 
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the  federal  pie  for  big  business?  Is  that  what  is  really  going  on 
here? 

Mr.  Bowles.  Senator,  I  am  the  little  company  man.  We  are 
spending  all  of  our  time  working  with  small  companies,  trying  to 
make  sure  that  small  companies  have  the  opportunity  to  compete 
in  the  marketplace,  and  so  I  have  not  spent  hardly  any  time  talk- 
ing with  larger  companies.  My  entire  focus  has  been  on  small  busi- 
ness. 

Senator  Pressler.  Well,  all  the  logic  seems  to  point  in  the  direc- 
tion of  keeping  this  program  focused  on  small  business — keeping  it 
limited  in  size.  I  am  just  surprised  by  the  desire  to  create  a  compet- 
ing program  over  at  Commerce  that  would  create  a  duplicate  bu- 
reaucracy and  place  no  limit  on  the  size  of  businesses  that  would 
seek  help.  I  think  the  result  will  be  make  a  lot  less  money  avail- 
able to  small  companies  and  small  businesses,  and  I  think  it  is  the 
big  companies  trying  to  take  the  program  over. 

Mr.  Bowles.  Again,  Senator,  I  had  a  very  productive  meeting 
yesterday  with  Secretary  Brown  and  I  am  confident  that  the  ad- 
ministration can  arrive  at  a  position  that  will  be  acceptable  to  the 
Congress. 

Senator  Pressler.  I  hope  it  is  not  a  watered  down  proposal  that 
just  costs  more  money  and  tries  to  do  a  little  here  and  a  little 
there.  That  would  be  just  as  bad.  We  should  just  decide,  I  think, 
what  we  are  going  to  do. 

Thank  you  very  much,  Mr.  Chairman. 

The  Chairman.  Thank  you.  Senator  Pressler. 

Senator  Lautenberg. 

STATEMENT  OF  HON.  FRANK  LAUTENBERG,  A  U.S.  SENATOR 
FROM  THE  STATE  OF  NEW  JERSEY 

Senator  Lautenberg.  Thank  you  very  much,  Mr.  Chairman.  I 
wonder  if  we  put  a  referendum  before  the  American  people  wheth- 
er they  would  not  get  really  excited  about  creating  another  bu- 
reaucracy. I  bet  it  would  win  overwhelmingly. 

[Laughter.] 

Senator  Lautenberg.  The  last  thing  we  ought  to  be  doing  is 
fighting  about  jurisdiction.  The  Small  Business  Administration  has 
a  lot  of  experience,  a  lot  of  trained  people.  If  there  is  something 
wrong  in  the  way  things  are  being  run  in  the  Small  Business  Ad- 
ministration, that  ought  to  be  reviewed.  And  everyone  who  is  a 
member  of  the  body  has  a  right  to  ask  questions. 

You  are  holding  hearings  on  a  fairly  regular  basis,  Mr.  Chair- 
man to  examine  specific  programs.  So  I  fail  to  understand  why  it  is 
now  that  if  there  is  a  new  product  being  created,  why  we  have  to 
worry  about  where  it  rests.  It  ought  to  rest  right  here. 

I  think  Senator  Pressler  said  something  significant  in  terms  of 
identifying  the  small  business  assistance  part  of  the  program  as 
the  critical  program,  because,  Mr.  Chairman,  we  are  talking  about 
sexy  things  when  we  talk  about  technology,  biotechnology,  new 
communications  systems.  But  this  country  is  starving  for  business 
development  in  many,  many  areas.  Manufacturing  probably 
more — with  a  more  desperate  need  than  any  other. 
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So  here  is  an  agency  that  has  training  in  dealing  with  small 
business,  and  I  think  the  focus  ought  to  be  kept  on  the  small  busi- 
ness side  of  things.  The  Chairman  was  kind  of  joshing  before.  He 
talked  about  my  old  company,  ADP.  And  ADP  today  is  a  company 
doing  over  $2  billion  that  I  started  with  two  other  fellows  on  $5,000 
worth  of  borrowed  equipment  because  one  of  the  partners  had  put 
up  the  money  while  others  of  us  had  some  ideas. 

Well,  it  took  a  lot  of  time  and  a  lot  of  technological  development. 
But  I  think  that,  as  Mr.  Bowles  said,  you  find  a  lot  more  interest  in 
these  kinds  of  ventures  by  people  who  are  willing  to  speculate. 
Speculate  is  an  appropriate  term  of  business  art.  You  want  to  take 
the  risk  and  for  what  could  be  a  significant  reward. 

So  I  think  we  have  to  be  very  careful  in  the  design  of  programs 
that  we  have  out  of  SBA  and  the  SBICs  to  try  to  make  sure  that 
this  capital  is  appropriately  used.  And  I  would  ask  you,  Mr. 
Bowles,  are  there  any  rules  that  define  the  way  a  borrower  or  a 
company  operates  with  that  make  it  eligible  or  ineligible  for  sup- 
port from  a  government-guaranteed  SBIC? 

Are  there  any  rules  against  dividend  payments  before  the  debt  is 
paid  off?  Are  there  any  rules  about  salaries?  Are  there  any  rules 
about  the  kind  of  real  estate,  the  kind  of  trappings  that  go  into  an 
office  or  a  facility  location? 

Is  there  anything  that  we  require  by  way  of  a  commitment  along 
the  areas  I  just  mentioned? 

Mr.  Bowles.  99  percent  of  the  rules  that  we  have,  and  Wayne,  I 
am  sure  you  will  correct  me  if  I  am  wrong,  but  at  least  the  ones 
that  I  have  focused  on  deal  not  with  the  company  that  the  venture 
capitalists  invest  in  but  with  the  venture  capitalists  themselves.  It 
has  been  my  experience  in  my  business  dealings  that  if  there  are 
100  reasons  that  make  a  venture  capital  firm  a  success  then  num- 
bers 1  through  99  are  a  strong,  proven,  effective  management 
team. 

Without  that,  experienced  venture  capitalists  who  understand 
the  risk-reward  scenario,  who  are  able  to  look  at  a  dream  and 
decide  whether  it  is  worthy  of  financing,  to  make  a  judgment  about 
whether  or  not  that  management  team  is  worthy  of  financing,  of 
backing,  that  is  the  most  critical  aspect,  that  management  team. 

We  have  any  number  of  rules  and  regulations  within  the  new 
SBIC  language  that  protect  the  Government's  investment  and  give 
the  government  truly  a  priority  return  on  their  investment. 

Senator  Lautenberg.  How  is  there  equity  that — I  am  told  here 
that  there  are  fairly  strict  limits  on  SBIC  overhead  in  compensa- 
tion, is  that  within  the  SBICs  themselves  or  was  that  within  the 
borrower  or  the  company  in  which  the  investment  is  made? 

Mr.  Bowles.  Within  the  SBIC. 

Senator  Lautenberg.  Well,  we  ought  to  be  concerned  about  that, 
but  I  also  am  concerned  about  the  fact  that  the  government  is 
guaranteeing  in  lots  of  cases  that  the  taxpayer  funds  are  being 
dealt  with  appropriately.  Does  SBA  ever  get  equity  in  these  SBICs? 
Are  we  an  equity  partner? 

Mr.  Bowles.  In  the  new  SBIC  program  which  was  approved  last 
year  and  which  really  did  revolutionize  the  industry,  we  do  get  a 
profit  participation  in  the  security. 
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Senator  Lautenberg.  Because  I  am — well,  I  am  excited  about 
business  and  return  and  things  of  that  nature.  I  do  get  concerned 
about  the  government  having  a  profit  stake. 

One  of  the  things  that  I  had  hoped  for  as  we  review  our  student 
loan  program,  for  instance,  is  that  we  gear  this  kind  of  more  to 
income  and  not  schedule  and  say  hey,  if  you  have  a  decent  enough 
income,  pay  the  whole  thing  back. 

Mr.  Bowles.  And  that  is  what  you  have  done  in  this  new  legisla- 
tion. As  you  know  from  your  experiences  at  ADP,  in  your  early 
years,  you  truly  are  starved  for  capital,  and  the  last  thing  you  need 
is 

Senator  Lautenberg.  No,  we  were  starved  for  laboi-.  What  we 
were  starved  for  was  we  had  to  go  to  work  everyday,  some  days  12, 
18  hours,  typically  6  to  7  days  a  week.  And  the  one  thing  that  I 
find  different,  and  I  might  be  a  little  bit  out  of  phase  with  things, 
was  I  thought  that  hard  work  was  an  essential  ingredient,  and  that 
we  couldn't  just  substitute  capital.  I  find  lots  of  people  that  I  know, 
business  people,  venture  capitalists,  are  able — will  sit  down,  listen 
to  an  idea,  and  say  yeah,  let  us  throw  an  X  or  a  Y  amount  in  here. 
We  have  got  a  shot  to  really  make  this  pretty  big. 

If  you  look  at  Apple,  I  am  surprised.  Apple  was  an  SBIC  borrow- 
er, and  I  think  you  said  Cray,  if  I  am  not  mistaken. 

Mr.  Bowles.  Yes,  sir. 

Senator  Lautenberg.  What  kind  of  sums  could  these  guys  have 
been  borrowing.  I  mean,  Cray  was  one  kind  of  a  program.  Apple  is 
another.  Then  there  are  service  companies.  There  are  all  different 
kinds  of  capital  requirements.  My  company  hardly  needed  any  cap- 
ital. We  needed  to  go  to  work  everyday. 

Mr.  Bowles.  Certainly,  some  businesses  are  labor  intensive,  but 
again,  you  needed  capital  to  pay  for  that  labor,  and  you  generated 
that  through  generating  revenues  on  your  programs.  And  ADP  is  a 
great  success  story  for  sure.  But  companies  like  Capital,  like  Cray, 
like  Compaq,  needed  funds.  They  needed  capital  in  their  early 
years  when  they  were  developing,  when  they  were  just  ideas.  The 
SBIC  program  was  there  to  provide  that  seed  capital  as  many 
small,  growing,  struggling  companies  need. 

Senator  Lautenberg.  What  kind  of  sums  are  we  talking  about 
that  these  folks? 

Ms.  Cloherty.  a  few  million  dollars.  It  was  in  the  form  of 
equity,  and  it  amounted  in  the  aggregate  from  the  SBIC. 

Senator  Lautenberg.  So  that  SBIC  wound  up  with  the  equity, 
correct? 

Mr.  Bowles.  Right,  but  the  SBICs  invested  equity  in  the  equity 
of  those  companies. 

Ms.  Cloherty.  They  put  small  amounts  to  work  on  the  program. 

The  Chairman.  Let  the  record  show  this  is  Pat  Cloherty  that  is 
speaking. 

Senator  Lautenberg.  I  am  willing  to  take  it  from  an  unidenti- 
fied coconspirator. 

[Laughter.] 

Mr.  Bowles.  Pat  Cloherty  also  headed  the  commission  that  re- 
wrote the  rules  and  regulations  that  we  submitted  to  OMB  yester- 
day. 
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Senator  Lautenberg.  And  any  gains  that  were  made  by  the 
SBICs,  I  assume,  were  immediately — and  let  me  use  an  unpleasant 
word — attached  to  the  government  guarantees  to  reduce  our  expo- 
sure or  to  get  any  loans  paid  back  that  were  made  to  the  SBIC  so 
the  funds  would  be  available. 

Ms.  Cloherty.  It  is  not  an  attachment,  deal  by  deal. 

Mr.  Bowles.  As  the  companies  that  the  SBICs  invest  in  make 
funds,  those  funds  come  back  to  the  SBIC  and  they  use  those  funds 
to  repay  the  government  for  borrowings. 

Senator  Lautenberg.  Right,  but  Pat  just  said  something  that 
kind  of  went  by  quickly,  and  that  was  the  proceeds  from  those  in- 
vestments were  not  used  to  reduce  the  guarantee  overall  that  the 
SBIC  received  from  the  government. 

Ms.  Cloherty.  I  am  sorry  to  interrupt. 

The  Chairman.  Pat,  let  me  suggest  you  have  a  moment  coming 
in  just  a  minute  and  we  will  get  into  this. 

Mr.  Foren,  did  you  wish  to  elaborate? 

Mr.  Foren.  Yes,  Senator.  If  I  could,  I  would  like  to  address  that. 

Until  the  new  security  was  enacted  and  until  it  is  employed 
SBICs  issued  debentures  that  we  guaranteed,  and  those  debentures 
carried  semiannual  interest  payments  and  then  principal  payments 
at  the  end  of  term.  They  were  bonds. 

The  SBICs  sold  their  investment.  They  had  the  choice  of  making 
distributions  to  their  investors,  they  had  the  choice  of  reinvesting 
in  other  small  business  concerns,  they  had  the  obligation  of  meet- 
ing the  interest  and  principal  payments  on  those  debentures  that 
they  issued  that  we  guaranteed. 

This  required  them  to  make  cash  flow  payments  periodically. 
The  new  securities  laws,  SBICs  with  SBA's  guarantee  to  provide 
patient  capital  to  small  business  concerns,  they  do  not  have  the 
current  obligation  to  the  government,  so  they  can  be  patient.  They 
can  put  their  money  into  equity  deals. 

But  the  way  the  new  security  has  been  structured  contemplates 
that  the  SBICs  will  take  their  capital  in  our  leverage,  make  one 
round  in  investments  in  small  business  concerns,  manage  those  in- 
vestments and  when  they  harvest  or  sell  those  securities,  they  are 
required  to  make  distributions. 

We  get  our  piece  first  on  the  prioritized  payment,  which  is  com- 
parable to  the  dividend  that  would  be  due  in  the  participating  secu- 
rity and  then  there  are  other  rules  relative  to  distribution.  You  can 
kind  of  use  the  idea  of  funds  in,  funds  out. 

So  as  the  investments  are  sold,  the  fund  is  collapsed.  We  get  our 
money  back.  Investors  get  their  money  back.  It  is 

Senator  Lautenberg.  On  the  same  time  schedule? 

Mr.  Foren.  Absolutely.  It  is  a  more  rational,  practical  program 
and  it  does  not  leave  the  government  with  an  empty  bag. 

Our  concern  when  we  structured  the  legislation  about  a  year  ago 
was  that  when  distributions  occurred,  there  be  routable  distribu- 
tions to  the  government  the  same  way  that  the  investors  got  their 
money  back. 

We  did  not  want  SBICs  making  mid-term  distributions  and  then 
for  there  to  be  left  in  the  portfolio  questionable  securities  for  the 
government  to  salvage  years  down  the  road. 

Senator  Lautenberg.  How  about  the  reverse  of  that? 
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Senator  Bennett.  Will  the  Senator  yield? 

Senator  Lautenberg.  Sure. 

Senator  Bennett.  I  have  not  heard — maybe  I  was  distracted — an 
answer  to  your  earlier  question  about  limitations  on  salaries  and 
other  perks.  I  know  in  the  business  that  I  had,  when  we  went  to  a 
bank  we  had  to  pledge  that  the  principals  of  the  business  would 
not,  under  any  circumstances,  pay  themselves  above  a  certain 
salary  or  make  any  distributions,  interim  distributions,  until  the 
bank  was  made  whole. 

Now  you  have  just  answered  the  distribution  side,  but  you  have 
not  answered  the  salary  side. 

Mr.  Foren.  ok.  Our  control  is  at  the  SBIC  level.  It  is  not  at  the 
small  business  concern  level,  nor  should  it  be.  SBICs  can  distribute 
or  can  pay  not  more  than  2  ¥2  percent  of  their  combined  capital,  de- 
fining combined  capital  to  include  private  capital  and  SBA  lever- 
age. 

No  more  than  2V2  percent  of  that  can  be  used  for  management 
expenses,  without  our  prior  approval.  Now  there  will  be  instances 
during  the  early  years  when  the  company's  ramping  up  that  we 
may  approve  a  little  higher  percentage.  But  in  later  years,  when 
the  company  is  merely  managing  the  portfolio  and  has  less  man- 
agement need,  in  terms  of  overhead,  the  percentage  may  be  small- 
er. Or  as  the  fund  grows,  IV-i.  percent  may  be  a  little  too  generous. 

There  are  controls  at  the  SBIC  level,  but  not  at  the  small  busi- 
ness concern  level. 

Senator  Bennett.  I  see.  Thank  you. 

Senator  Lautenberg.  The  thing,  Mr.  Foren,  that  interests  me 
is — what  I  would  like  to  do  is  make  as  much  of  the  government 
guarantee  available  as  we  can  and  at  the  same  time  reduce  or  con- 
tain the  risks.  There  is  some  risk  at  some  point.  I  do  not  know 
what  our  loss  ratio  has  been.  I  imagine  it  is  relatively  small. 

But  I  would  like  you  to  submit  for  the  record  what  the  loss  expe- 
rience has  been. 

But  all  of  us  are  familiar  with  things  like  subordinated  lending. 
Now  in  many  cases,  a  primary  creditor  will  say,  or  even  someone 
who  has  some  special  value  to  add,  will  say  I  get  my  money  out 
first  and  the  other  creditors  have  to  understand  that  there  is  a  gen- 
eral creditor  that  precedes — or  a  special  creditor — that  precedes 
the  distribution  to  others. 

I  just  wonder  whether  we  as  government  have  a  chance  to  recov- 
er our  investment  so  this  kind  of  revolving  fund  can  continue  to  be 
used.  We  are  not  favoring  a  single  SBIC.  What  we  are  favoring  is 
the  community  they  serve  out  there,  trying  to  create  the  opportuni- 
ty for  small  business  to  succeed. 

I  do  not  want  to  take  any  more  of  the  Committee's  time,  but  I 
would  appreciate — and  we  probably  have  it  and  I  am  just  not  up  to 
date,  and  I  apologize  if — 

Mr.  Bowles.  We  can  get  that  for  you.  Senator. 

Mr.  Foren.  The  loss  experience  is  around  14  to  15  percent  in  the 
program  over  time. 

The  debenture  is  a  subordinated  debenture.  We  have  tightened  it 
up  a  bit.  It  is  not  as  subordinate  as  it  used  to  be.  But  the  equity — 
participating  securities  and  equity  security  is  not  a  dead  instru- 
ment. It  means 
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Senator  Lautenberg.  Right.  Therefore,  if  it  is  an  equity  security, 
I  mean  someone  is  there  to  reap  a  pretty  good  harvest  if  it  takes 
place. 

Mr.  Bowles.  The  private  money  actually  goes  in  first. 

Senator  Lautenberg.  To  what  extent?  What  do  they  have  to 
have?  You  are  not  talking  about  $18  million  net  worth  as  still 
qualifying  as  small  business  and  then  someone  coming  to  the  gov- 
ernment to  get  a  favorable  loan  guarantee? 

I  agree  with  something  Senator  Pressler  said  earlier,  that  we  are 
really  expanding  the  size  of  this  thing  at  a  fairly  significant  rate. 
But  how  much  private  capital  does  there  have  to  be  in  there?  Is 
there  a  formula? 

Mr.  Bowles.  What  we  hope  is  each  one  of  the  new  SBICs  will 
have  at  least  $10,000  of  equity  capital  in  there.  They  can  leverage 
that  up  about  2  to  1  with  our  funds.  And  if  they  cannot  make  any 
investment  that  is  greater  than  20  percent  of  their  equity  cap- 
ital  

Senator  Lautenberg.  If  they  have  $10  million,  just  give  me  a 
quick  example,  if  they  have  $10  million  of  equity  capital,  how 
much  can  they  come  to  us  for? 

Mr.  Bowles.  They  can  get  $20  million  in  a  new  security  from  us. 

Senator  Lautenberg.  In  guarantees  by  the  government? 

Mr.  Bowles.  Right. 

Senator  Lautenberg.  And  then  who  provides  the  cash?  The 
banks  provide  the  cash? 

Mr.  Bowles.  The  credit  subsidy  on  that  is  somewhere  around  be- 
tween 10  and  15  percent. 

Mr.  Foren.  What  we  do.  Senator,  is  we  guarantee  those  securi- 
ties. Those  securities  are  pooled  and  pass  through  certificates  are 
sold  in  the  public  market  to  fund  those  securities. 

Senator  Lautenberg.  OK.  Mr.  Chairman,  thank  you.  I  think  this 
is  the  agency  that  has  the  training,  has  the  experience,  to  conduct 
these  programs.  And  I  do  not  mind,  as  you  can  tell,  kind  of  a  close 
review  of  what  it  is  that  is  going  on.  I  think  that  is  our  responsibil- 
ity. 

Mr.  Bowles.  We  would  be  happy  to  meet  with  you  any  time.  Sen- 
ator. 

Senator  Lautenberg.  But  to  create  another  bureaucracy,  again,  I 
am  sure  would  just  titillate  the  fancy  of  the  American  public. 

The  Chairman.  Senator  Lautenberg,  you  asked  something  about 
the  public  in  your  initial  response,  how  would  they  feel  about  set- 
ting up  another  bureaucracy.  Will  Rogers  said  something  about  55 
or  60  years  ago  that  is  relevant  today. 

He  says,  the  American  people  don't  know  what  they  want  and 
they're  willing  to  bit  somebody  to  get  it. 

Senator  Pressler.  Mr.  Chairman,  could  I  just  ask  one  last  ques- 
tion. 

I  hope  that  you  are  able  to  sit  in  on  cabinet  meetings  and  that 
you  do  not  yield  to  cabinet  members,  because  I  consider  you  more 
knowledgeable  than  many  of  them  in  this  area. 

Does  the  cabinet  have  meetings?  Do  you  get  to  sit  in  on  cabinet 
meetings? 

Mr.  Bowles.  I  am  going  to  an  NEC  meeting  this  afternoon. 
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Senator  Pressler.  OK.  Well,  do  not  yield  to  those  guys,  be- 
cause— let  me  say  that  I  do  not  vote  for  the  creation  of  new  cabinet 
members  any  more,  because  I  think  the  President  of  the  United 
States  should  have  six  or  seven  cabinet  members  who  report  to 
him,  really  report  to  him,  not  through  layers  of  White  House  staff. 

The  cabinet  is  becoming  one  of  the  largest,  most  undistinguished 
groups  in  the  world,  not  necessarily  this  one,  but  all  of  them.  I  said 
that  under  Ford  and  Reagan  also,  next  to  the  Senate  maybe. 

But  do  not  yield  to  those  cabinet  guys.  And  we  will  back  you  up. 

And  by  the  way,  we  have  two  friends  of  Bill  here,  Bill's  best 
friends,  so  I  hope  the  two  of  you  talk  to  the  President  about  this. 

The  Chairman.  Mr.  Bowles  and  Mr.  Foren,  thank  you  very  much 
for  being  with  us  today. 

Mr.  Bowles.  Thank  you,  Mr.  Chairman. 

The  Chairman.  Next,  we  have  a  panel  of  three  witnesses.  The 
second  panel  is  Mr.  Jeffrey  Walker,  managing  partner  of  Chemical 
Venture  Partners;  Mr.  Donald  R.  Lawhorne,  president  of  MESBIC 
Ventures,  Inc.,  in  Dallas;  and  Mr.  Harvey  Wertheim,  general  part- 
ner, Harvest  Ventures,  Inc.  in  New  York. 

If  you  will,  gentlemen,  just  take  your  seats  at  the  table.  We  are 
running  considerably  behind  time  here  and  we  need  to  summarize 
these  statements.  I  am  sure  you  are  prepared  to  do  that. 

Mr.  Walker,  you  are  first  on  my  list,  so  please  proceed. 

STATEMENT  OF  MR.  JEFFREY  C.  WALKER,  MANAGING  PARTNER, 
CHEMICAL  VENTURES  PARTNERS 

Mr.  Walker.  Thank  you,  Mr.  Chairman  and  Members  of  the 
Committee. 

I  am  the  managing  partner  of  Chemical  Ventures  Partners, 
which  is  the  managing  entity  of  Chemical  Venture  Capital  Associ- 
ates, an  SBIC  with  $249  million  in  capital  Chemical  Banking  Cor- 
poration, the  third  largest  bank  holding  company  in  the  country,  is 
the  sole  limited  partner  of  Chemical  Venture  Partners.  I  founded 
Chemical  Ventures  Partners  in  1984. 

CVP  also  manages  other  partnerships  bringing  the  total  funds 
under  management  to  $1.5  billion.  And  we  invest  in  a  variety  of 
funds  as  well.  We  have  made  over  158  investments  since  1984  when 
we  were  founded  and  we  focus  on  venture  capital  and  middle 
market  transactions. 

I  would  like  to  speak  to  you  today  to  support  your  proposed 
amendment  to  the  Critical  Technologies  proposal  and  give  you 
some  real  live  examples  of  technology  and  early  stage  investing 
that  CVP  has  done  through  its  SBIC  over  the  last  10  years.  While  I 
believe  a  significant  amount  of  SBIC  funds  have  already  been  di- 
rected toward  early  stage  venture  capital,  I  think  the  new  regula- 
tions you  passed  last  year  will  attract  even  more  young  companies 
to  use  SBIC. 

I  also  believe  that  concentrating  the  resources  of  the  government 
through  one  investment  program  instead  of  having  two  programs 
that  would  compete  against  each  other  will  increase  your  likeli- 
hood of  success  if  your  interest  is  to  promote  technology  in  early 
stage  investments. 
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I  have  included  an  attachment  with  my  testimony  that  Hsts  ex- 
amples of  venture  capital  investments  that  are  currently  in  our 
portfolio  and  have  been  booked  through  our  SBIC. 

Within  the  lists  I  have  included  not  only  critical  technology  in- 
vestments in  that  specific  categorization,  but  others  that  were 
made  in  early  stage  companies  and  industries  that  include  retail- 
ing and  other  service-based  businesses;  because  they  produce  jobs, 
enhance  productivity  and  create  new  products  as  well. 

We  have  approximately  20  percent  of  our  SBICs'  capital  or  $54 
million  invested  in  health  care,  software  and  electronics  businesses. 
That  is  what  I  classify  as  critical  technologies.  If  you  add  early 
stage  retail  and  other  related  businesses,  the  percentage  of  our 
SBIC  portfolio  in  these  areas  would  increase  to  30  percent. 

The  remainder  of  the  portfolio  is  in  later  stage  venture  capital 
and  other  middle  market  companies. 

The  investments  listed  in  the  testimony  were  made  under  the 
previous  SBIC  size  and  affiliation  rules  and  regulations.  However  if 
the  current  proposed  size  regulations,  which  Mr.  Bowles  discussed, 
were  in  effect  a  couple  of  years  ago,  we  would  have  made  quite  a 
few  other  high  tech  investments. 

The  Chairman.  Mr.  Walker,  in  case  I  forget,  let  me  interrupt 
you.  And  I  am  reluctant  to  do  this. 

Mr.  Walker.  Sure. 

The  Chairman.  But  raising  the  size  standard  to  18  million  from 
6  million 

Mr.  Walker,  Yes,  sir. 

The  Chairman.  Is  that  going  to  cause  SBICs  to  have  a  tendency 
to  look  to  wealthier  companies  rather  than  the  smaller  ones?  In 
other  words,  all  things  being  considered,  if  you  have  a  choice  of  in- 
vesting in  a  company  with  $15  million  net  worth  and  a  company 
with  $3  million  net  worth,  are  they  going  to  opt  for  the  $15  million 
company? 

Mr.  Walker.  I  do  not  look  at  size  when  I  evaluate  an  investment. 

The  Chairman.  You  do  not? 

Mr,  Walker.  I  evaluate  an  investment  by  looking  at  its  poten- 
tial, not  its  current  size. 

The  Chairman.  Go  ahead.  We  will  talk  about  that  later. 

Mr.  Walker.  But  it  is  going  to  be  even  better  for  SBICs  now.  We 
are  going  to  have  more  companies  that  really  need  the  capital  for 
high  tech  because  of  the  increase  in  the  size  standards. 

Just  to  give  you  another  example,  we  currently  have  signed  let- 
ters of  intent  on  three  new  high  technology  deals  totalling  $18  mil- 
lion in  total  financing.  We  should  close  these  in  the  next  couple  of 
months. 

One  is  in  temperature  controlled  polymers.  Another  is  in  blood 
processing  filtration  devices.  And  another  is  optical  products.  Obvi- 
ously, by  these  examples,  technology  investments  definitely  qualify 
for  SBICs. 

In  addition,  we  have  over  50  other  venture  capital  deals,  current- 
ly under  investigation.  And  any  one  of  those  could  fit  in  the  SBIC. 

I  would  like  to  give  you  a  couple  of  examples  of  transactions  that 
we  have  been  involved  in.  These  are  examples  of  technology  deals 
that  SBICs  can  and  have  been  involved  in. 
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The  first  one  is  Cyberonics,  which  is  a  Houston-based  company 
started  in  1987.  It  has  developed  a  device  for  the  treatment  of  epi- 
lepsy through  stimulation  of  a  thing  called  the  vagus  nerve,  which 
is  in  your  spinal  column. 

There  are  over  1.6  million  people  in  the  United  States  who  suffer 
from  epilepsy  and  20  percent  cannot  be  treated  effectively  because 
of  the  severity  of  the  disease.  In  clinical  trials  done  since  1988,  the 
product  this  company  has  produced  has  proven  effective  and  safe 
in  treating  even  the  most  severe  symptoms. 

Cyberonics  has  submitted  a  request  for  approval  from  the  FDA 
for  sale  of  the  product.  This  company  went  public  this  year  and  has 
a  very  bright  future.  We  invested  in  this  through  an  SBIC. 

The  second  example  is  the  Educational  Software  Corporation,  a 
San  Diego-based  company  that  has  created  computer  aid  instruc- 
tion systems  for  primary  schools.  The  system  works  on  any  comput- 
er and  is  revolutionizing  the  way  students  learn.  They  go  at  their 
own  pace  and  they  have  fun  doing  it,  too. 

When  we  backed  the  company  in  1987,  it  had  been  said  by  many 
venture  capitalists  to  be  too  risky  because  it  focused  on  the  not  for 
profit  area.  They  did  not  think  schools  could  afford  them. 

We  backed  an  entrepreneur,  John  Kernan,  and  he  made  it  work. 
Now  the  company  employs  2,000  people  and  has  installations  in 
over  9,000  schools  across  the  country. 

These  two  investments  required  long-term  patient  capital  to 
make  them  work  and  that  is  just  what  is  available  through  the 
new  SBA  preferred  stock  program  alternative.  Congress  has  finally 
gotten  it  right.  The  new  preferred  stock  is  a  good  blend  between 
postponing  principal  and  interest  payments  and  the  equity  given  to 
the  government  is  a  fair  compensation  for  the  deferral,  in  my  opin- 
ion. 

The  old  program  did  discourage  some  people  from  investing  in 
early  stage  companies,  because  it  had  the  subordinated  debt  compo- 
nent to  it.  However,  it  has  been  fixed  and  you  are  going  to  see  a  lot 
more  companies  that  are  early  stage  being  invested  in  by  SBICs. 

I  have  spoken  to  a  number  of  SBICs  and  other  venture  capitalists 
who  are  now  considering  using  the  SBIC  program  because  of  the 
new  preferred  stock  structure.  If  you  make  sure  sufficient  funds 
are  allocated  to  the  program  and  that  the  bureaucracy  and  regula- 
tions involved  in  being  part  of  the  program  are  minimized,  there 
will  be  many  people  who  will  use  SBICs  for  venture  capital  invest- 
ments. 

In  conclusion,  I  wholeheartedly  support  your  amendment.  For 
the  first  time  in  many  years,  the  new  SBA  administrator  has  the 
background  and  ability  to  set  up  a  market-oriented  investment  pro- 
gram that  can  both  meet  the  needs  of  the  current  SBIC  program 
and  those  that  are  currently  proposed  for  the  critical  technologies 
companies. 

We  should  not  hinder  Mr.  Bowles  by  having  two  programs  com- 
peting against  each  other.  Congress  should  give  the  new  SBIC  pre- 
ferred stock  program  that  you  passed  last  year  time  to  work.  If 
Congress  splits  these  sources  and  sets  up  conflicting  programs,  you 
will  confuse  the  industry,  you  will  confuse  me,  and  you  will  confuse 
investors  and  other  companies  soliciting  funds. 
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By  concentrating  funding  staff  and  supervision  resources  and 
marketing  under  one  program,  you  will  not  only  be  more  efficient, 
but  more  effective.  I  do  not  believe  there  is  anything  that  the  criti- 
cal technologies  program  proposes  that  cannot  be  done  through  an 
SBIC.  I  also  believe  that  the  quickest  way  to  get  the  funds  to  the 
critical  technology  companies  is  through  using  the  already  func- 
tioning SBIC  program. 

Thank  you  for  the  opportunity  of  testifying  and  I  will  be  happy 
to  answer  your  questions. 

[The  prepared  statement  of  Mr.  Walker  follows:] 
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JEFFREY  C.  WALKER 

TESTIMONY  TO  THE  SENATE  SMALL  BUSD4ESS  COMMITTEE 

AT  10:30  A.M.  ON  JUNE  9, 1993 


SPF^KERBArKGROUND 

Good  morning,  my  name  is  Jeffrey  C.  Walker  and  I  am  the  Managing  Partner 
of  New  York  City  and  Los  Angeles  based,  Chemical  Venture  Partnen  (CVP).  CVP  is 
the  managing  entity  for  Chemical  Venture  Capital  Associates  (CVCA).  a  Small 
Business  Investment  Company  (SBIQ  which  has  a  current  capital  base  of  S249MM  and 
CB  C^tal  Investors,  Inc.,  (CBCI),  also  an  SBIC,  which  has  capital  of  $20MM.  I  am 
also  a  Senior  Managing  Director  with  Chemical  Bank.  Chemical  Banking  Corporation 
(the  third  largest  Bank  Holding  Corporation  in  the  United  States,  with  assets  in  excess 
of  $140  billion)  is  the  sole  investor  in  these  two  SBICs.  I  co-founded  Chemical 
Venture  Partners  in  1984  and  have  been  an  active  venture  capital  investor  since  that 
time.  Prior  to  1984, 1  was  a  consultant  and  CPA  for  Arthur  Young  &  Company, 
worked  in  the  Investment  Banking  division  of  Chemical  Bank,  and  earned  a  BS  from 
the  University  of  Virginia  and  an  MBA  from  the  Harvard  Business  School.  I  am  on 
numerous  corporate  and  non-profit  boards  including  the  National  Association  of  Small 
Business  Investment  Companies  (NASBIC)  and  the  Wilton  Connecticut  Board  of 
Education. 

Chemical  Venture  Partners  currently  manages  several  investment  partnerships 
which  have  total  investment  capital  of  $1.5  billion.  One  half  of  this  capital  is  invested 
directly  in  corporations  and  the  other  half  is  invested  in  other  venture  capital  and 
management  acquisition  funds.  Because  of  this  balanced  approach  toward  investing,  I 
speak  to  you  as  both  a  venture  capitalist  and  a  private  equity  fund  investor.  CVP  has 
made  over  158  investments  since  1984  and  focuses  on  venture  capital  and  middle 
market  fmancings  across  the  United  States. 

SUMMARY 

My  purpose  in  speaking  to  you  today  is  to  support  your  proposed  amendment  to 
the  Critical  Technologies  proposal  and  to  give  you  some  real  life  examples  of 
technology  and  early  stage  investing  we  have  done  through  our  SBICs  over  the  last  ten 
years.  While  I  believe  that  a  significant  amount  of  SBIC  funds  have  already  been 
invested  in  early  stage  venture  capital,  I  believe  that  the  new  SBIC  regulations  (updated 
by  the  Equity  Enhancement  Act  you  passed  last  year)  will  attiact  even  more 
investments  in  young  companies.  I  also  believe  that  concentrating  the  resources  of  the 
government  through  one  investment  program,  instead  of  having  two  programs  that 
could  compete  ag^st  each  other,  will  increase  the  likelihood  of  success  if  your  interest 
is  to  promote  technology  and  early  stage  investments. 
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rvp  vuimTBv.  pobtfolio 

In  Attachment  I,  I  have  listed  some  examples  of  venture  coital  investments  that 
have  been  made  by  our  group  through  the  SBIC.  Within  the  list,  I  have  included  not 
only  standard  technology  investments,  but  others  that  were  made  in  eariy  stage 
companies  in  other  Industries  since  those  also  produced  jobs,  new  products  and 
enhanced  productivity. 

We  currently  have  approjumately  20%  of  the  SBIC's  capital  ($54MM)  invested 
in  healthcare,  software  and  electronics  businesses.  If  you  add  our  early  stage  retail  and 
related  businesses,  that  percentage  would  increase  to  30%.  The  remainder  of  our 
portfolio  is  invested  in  later  stage  venture  coital  deals  and  medium-sized  companies. 

The  investments  listed  in  Attachment  I,  were  made  under  the  previous  SBIC 
size  rules  and  regulations.  If  the  current  proposed  size  regulations  were  in  place 
severe  yean  ago,  we  would  have  booked  several  other  high  technology  investments  in 
the  SBIC  (instead,  we  had  to  book  them  in  other  entities  and  take  non-vodng  stock). 
Some  of  these  investments  are  listed  in  Attachment  n 

We  have  signed  Letters  of  Intent  on  three  other  high  technology  deals  that  will 
be  booked  in  the  SBIC.  The  total  investment  in  those  three  deals  will  be  S18MM  and 
the  ams  the  companies  operate  in  Include  temperature  controlled  polymers,  blood 
processing  filteration  and  optical  products. 

In  addition  to  these,  we  have  another  50  early  stage  venture  capital  deals  we  are 
currently  looking  at  which  would  quality  for  the  SBIC  if  we  closed  any  of  them. 


EXAMPLES 

The  following  are  a  couple  of  examples  of  investments  we  have  made.  These 
should  give  you  an  idea  of  the  kind  of  technology  deals  that  have  been  done  by  SBICs. 

Cyberonics  -  a  Houstm  based  company,  started  in  1987,  that  has  developed  a 
device  for  the  treatment  of  epilepsy  through  the  stimulation  of  the 
vagus  nerve.  There  are  over  1.6  million  people  in  the  US  that 
suffer  from  the  disorder  and  20%  have  it  so  severely  that  there  is 
no  current  effective  treatment  available.  In  ciinicals  done  since 
1988,  the  product  has  proven  safe  and  effecdve  in  treating  even 
die  most  severe  symptoms.  Cyberonics  just  submitted  a  PMA  to 
the  Food  and  Drug  Administration  for  approval  of  their  produa. 
The  company  went  public  in  March  of  this  year. 
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Educational 

Software 

Corporation  -  a  San  Di^o  bejcd  company  that  has  created  a  computer  aided 

initiuction  systeni  for  elementary  ichools.  The  system  works  on 
any  computer  and  is  revolutionizing  the  way  students  learn. 
They  go  at  their  own  pace  and  have  Am  doing  it  When  we 
backed  the  company  in  1987  it  had  been  said  by  many 
venture  capitalists  to  be  too  risky  since  it  sold  to  the  not-for-profit 
worid.  We  invested  in  the  company  and  the  CEO,  John  Keman, 
made  it  work.  His  team  now  employs  2,000  people  and  has 
installations  in  more  than  9000  schools  nationwide.  We  sold  it  to 
Jostens  in  1989  and  the  company  has  continued  growing. 


With  the  new  SB  A  preferred  stock  financing  program,  many  more  investors  will 
be  entering  the  SBIC  program.  The  new  preferred  stock  is  a  good  blend  between 
postponing  principal  and  intoest  repayments  until  a  company  matures  and  giving  the 
government  an  equity  upside  (like  the  Chrysler  loan  guarantee)  in  exchange  for  the 
principal  and  interest  deferral.  The  old  subordinated  debt  only  program  did  discourage 
early  stage  company  investments  because  the  early  stage  companies  couldn't  afford  to 
pay  any  intwest  in  the  flnt  several  years.  We  were  not  affected  by  the  subordinated 
debt  structure  since  we  did  not  use  SBA  leverage,  therefore,  we  could  use  the  SBIC  for 
early  stage  deals. 

I  have  spoken  with  numerous  SBICs  and  other  venture  capitalists  who  are  now 
seriously  considering  using  an  SBIC  because  of  the  new  preferred  stock  structure.  If 
you  make  sure  that  sufficient  funds  are  allocated  to  the  program  and  that  the 
bureaucracy  and  regulations  involved  in  being  part  of  the  program  are  minimized,  then 
you  will  have  many  of  people  that  will  use  SBICs  for  venture  coital  investments. 

Also,  the  SBA  has  rewritten  the  size  standards  which  will  allow  larger  venture 
capital  investments  to  be  booked  in  SBICs.  The  new  size  limits  should  allow  most 
developmental  opportunities  to  be  coisidered  by  qualified  SBICs. 

AnPTTTONAL  tTJTTANrgMim 

To  further  draw  capital  and  venture  capitalists  to  the  program,  you  might 
consider  lowering  the  capital  gains  rate  for  qualified  SBIC  investments.  These  are  the 
kinds  of  investments  that  you  want  to  motivate  -  investments  in  small  and  medium  sized 
growth  companies  that  will  produce  jobs  and  enhance  this  country's  productivity. 
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rnvrmsTON 

I  wholeheartedly  support  your  amendment  to  the  Senate  Commerce  Committees' 
Critical  Technologies  Proposal.  For  the  fint  time  in  many  years,  the  new  SBA 
Administrator  has  the  background  and  ability  to  set  up  a  market  oriented  investment 
program  that  can  both  meet  the  needs  of  the  current  SBIC  progrmm  and  those  that  are 
airrently  proposed  for  Critical  Technologies  Companies.  Congress  should  give  the 
new  SBIC  preferred  stock  program  which  you  passed  last  year,  time  to  work.  If 
Congress  splits  the  resources  and  sets  up  conflicting  programs,  you  will  conAise  the 
industry,  the  investon,  and  companies  soliciting  funds.  By  concentrating  ftinding,  staff 
and  supervisory  resources,  and  marketing  under  one  program,  you  will  not  only  be 
more  efficient,  but  more  effective.  The  current  SBIC  program  can  do  everything 
Congress  is  looking  for. 


Thank  you  for  the  opportunity  to  testify.  I  would  be  pleased  to  answer  any 
questions  you  may  have. 


71-763  0-93-3 
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ATTACHMENT  I 


CVP  VENTURE  PORTFOLIO 


JSDVSTKY 

COMPANY 
NAME 

BUSINESS 

LOCATION 

SINVESTED 

(OOO'S) 

CURRENT 

FAIR 

MARKET 

OR  VALUE 
AT  TIME 
OP  SALE 
(OOO'S) 

HEALTHCARE 

TfunneicaM 

Tbvmomecen 

San  Diego, 
CA 

$2,820 

$5,000 

CjbtroHia 

Medical 

DevioAfor 

Epilepsy 

Houatoo.  TX 

$2,752 

$4,515 

Somtmt 
Pham. 

Drug  for 
Diaeoae 

Somerville. 
NJ 

S566 

$3,734 

Block 

Optical 

Buyiog 

Sflrvicetnd 

Servicwto 

HMOi 

Roaeland.  NJ 

$1,052 

$1,052 

GiUad 
SeUnett 

Biotechnology 
Thwapoutica 

FoeterGty, 
CA 

$5,497 

$7,S48 

CoiUgtatt 
Htahh 

Siudant  Health 
CareSarvioet 

Darieo,  CT 

$440 

$440 

SOFTWARE 

Corp. 

Qjinpuier 
Aided 

R-12  Sehooli 

San  Diego, 
CA 

$2,411 

$6,141 
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CVP  VENTURE  PORTFOUO 


INDUSTRY 

COMPANY 
NAME 

BUSINESS 

LOCATION 

IINVESTED 

(OOO'S) 

CURRENT 
FAIR 
MARKET 
OR  VALUE 
AT  TIME 
OF  SALE 
(OOO'S) 

SOFTWASE 
(CONT'D) 

Compiturittd 
AUtiStrHett 

Gjmputerized 

Analytic 

SyiUoafbr 

AutoRapiir 

Storei 

Palo  Alto,  CA 

S3,603 

$3,603 

COMPUTERS/ 
COMMUNICA- 
TIONS* 
ELECTRONICS 

TA 
Instrmunii 

Tbennal 
AoalycU 
laflruBMU 

Wilmingtoo. 
DE 

$13,711 

S25.000 

Vueo 

S«auoonducu>r 

TMttfig 

Bf^utpiMat 

Plainview,  NY 

(5.203 

$6,500 

MutrTtU 

Siitema 

Computar 
Tmiidr  Eouip. 

Hopldntoa. 
MA 

$319 

-0- 

BBAfionia 

Airline 
PtMeogor 
Control  UoiU 

Santa  Anna, 
CA 

S3. 504 

$7,449 

A«rosiat 

BnEinaannt 

Columbia, 
MD 

S300 

$3,000 

SUrOnt 

Coaxitl  Cable 
Puels 

WaAtake 
VlIUw.  CA 

$125 

$125 

FUghtUiu 
Sketnnia 

Detectioa 

DevicetA 

Elactnnic 

TcM 

Bquipaent 

Fish6r«,NY 

$954 

$1,500 

fTN 

Tnde 
Publicatioof 

MelvilKNY 

$11,547 

S14.000 
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CVP  VENTURE  PORTFOLIO 


INDUSTRY 

COMPANY 
NAME 

BUSINESS 

LOCATION 

tINVESTED 

(OOO'S) 

CURRENT 

FAIR 

MARKET 

OR  VALUE 

AT  TIME 

OrSAIJC 

(OOO'S) 

coMPunnLs/ 

COMMUNICA. 
TIONS* 
ELECTRONICS 
(CONT'D) 

Compontatt 

Powdered  Iron 
Coils 

St.  Mirye.  PA 

S6.000 

S6.(X)0 

RETAIL 

OJJUtDtpat 

Offlca  Supply 
WtrefaouM 

BociRetoa. 
PL 

».4S1 

$32,765 

Cymboru 

Childraa'i 
aothiiii 
Retailer  ud 
Play  Ceoten 

Burlingaae, 
CA 

S2.0S2 

$21,700 

Auto  font 
Club 

AutoPvu 
WuebouM 

Saa  Diego, 
CA 

U,327 

$4,327 

Domain 

Pumiture 
ReUil 

Noiwood,  MA 

$3,890 

$3,890 

Bxpnttiy 
Portnitt 

One  Hour 
PoftniU 

Palo  Alto,  CA 

$1,981 

$3,000 

QffteaMoft 

Office  Supply 
Wiiebouae 

St  Peienburg. 

FL 

$2,838 

$3,900 

Aaurtstnt 

Foodservice 
DiBtributon 

Dallaa,  TX 

$3,921 

$3,921 

OTHER 

ApplUd 

SxtrutoH 

TtehnctoD 

PlMtiC 

Extnuioa 
PracBM 

Middletown, 
DB 

S2.800 

$2,300 

DrtlUte 

Pip. 

Sysuau  for 
Oil  Induxtry 

HouAoa,  TX 

S7.638 

$7,676 
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ATTACHMEOTn 


COMPANIES  THAT  WOULD  HAVE  BEEN  BOOKED 

IN  THE  SBICS  IF  THE  CURRENT  PROPOSED 

REGULATIONS  WERE  IN  EFFECT 


COMPANY 
NAME 

BUSINESS 

LOCATION 

UNVESTED 

(GOO'S) 

CURRENT 
FAIR 
MARKRT 
OR  VALUE 
AT  TIME 
or SALE 
(OOO'S) 

TSO 

Pty  Phone 
Aiuofflstioa 

Melbourne, 
FL 

rso 

$750 

Hort»H 
CtUukr 

Runl  Callular 

Phoaa 

CoaaoIidAtioa 

Doyleatown. 
PA 

$5,500 

$5,500 

EHvintatt 

Bnviranmeot 

Baunioiu 

Testing 

TUdOD,  AZ 

$13.«17 

$28.S72 

ASHBiurgf 

Lithium 
Btttery 
Technolosy 

SmyTM,  OA 

S506 

$506 

Maxtor 

Cooputer 
Technology 

Su  JOW.CA 

$1,000 

$2,787 
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The  Chairman.  Thank  you  very  much,  Mr.  Walker. 
Mr.  Lawhorne? 

STATEMENT  OF  MR.  DONALD  R.  LAWHORNE,  PRESIDENT,  MESBIC 

VENTURES,  INC. 

Mr.  Lawhorne.  Good  morning,  Mr.  Chairman.  I  am  Don  La- 
whorne, chairman  of  the  National  Association  of  Investment  Com- 
panies, the  trade  association  representing  the  minority  venture 
capital  industry. 

As  an  industry  practitioner,  I  am  president  of  the  MESBIC  Ven- 
tures Holding  Company,  which  owns  100  percent  interest  in  three 
specialized  small  business  investment  companies,  MESBIC  Ven- 
tures, Alliance  Enterprise  Corporation  and  Power  Ventures. 

MESBIC  Ventures  holds  the  distinction  of  being  the  oldest  spe- 
cialized SBIC  in  the  nation  and  the  first  of  its  kind  in  Texas  when 
licensed  in  1970.  Alliance  was  licensed  in  1971.  Power  Ventures 
was  licensed  in  1981.  All  three  funds  are  based  in  Dallas. 

Our  shareholders  include  NationsBank,  Sun  Company,  IBC, 
Xerox,  Frito-Lay,  Bank  One,  Mobil,  Arco  and  a  host  of  other  for- 
tune 100  type  companies.  On  a  consolidating  basis,  our  total  assets 
exceed  $28  million,  which  places  our  funds  under  management 
within  the  top  five  of  the  specialized  small  business  investment 
companies  in  the  nation. 

I  am  pleased  to  have  the  opportunity  to  appear  before  you  today 
to  discuss  the  successful  track  record  the  specialized  SBIC  industry 
has  in  developing  this  country's  minority-owned  businesses,  includ- 
ing those  which  fall  within  the  definition  of  high  technology  firms. 

A  copy  of  my  formal  remarks  has  been  submitted  for  the  record. 
I  will  briefly  review  the  highlights. 

The  idea  of  a  critical  technology  investment  program  within  the 
Commerce  Department  is  totally  unnecessary  and  most  untimely 
in  an  era  where  examples  of  government  redundancy  and  glaring 
inefficiencies  have  become  fodder  for  the  national  and  local  prime 
time  media. 

Let  me  begin  by  commending  you  particularly,  Mr.  Chairman 
and  this  Committee,  for  all  the  long-standing  support  that  we  have 
had  as  a  specialized  small  business  investment  company  industry. 
Your  support  has  enabled  us  to  invest  over  $1  billion  in  12,600  mi- 
nority firms  during  the  last  10  years. 

As  the  Committee  knows  very  well,  this  has  been  a  period  where 
we  have  tackled,  on  a  regular  basis,  declining  levels  of  funding  and 
we  have  also  been  operating  in  what  many  see  as  a  very  turbulent 
economic  period  in  the  nation's  history. 

Yet  I  am  pleased  to  report  today  that  our  industry  has  played  a 
key  role  in  providing  the  vast  majority  of  patient  capital  for  grow- 
ing minority  businesses  across  a  broad  range  of  industries,  includ- 
ing what  we  are  discussing  here  today  as  critical  technology  firms. 

Our  industry  entered  the  nineties  equipped  to  participate  in  the 
financing  of  larger  and  more  rapidly  growing  minority  owned  firms 
with  proven  management  teams.  These  are  attributes  often  associ- 
ated with  emerging  technology  firms. 

For  example,  just  a  few  weeks  ago,  an  African-American  owned 
company,  Envirotest  Systems  Corp.  went  public.  Envirotest  quali- 
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fies  as  a  company  that  has  developed  an  environment  critical  tech- 
nology aimed  at  reducing  automotive  pollution  through  its  proprie- 
tary ignition  testing  systems.  It  has  become  a  leader  in  developing 
emission  testing  software  and  recently  received  a  contract  from  the 
EPA  to  exclusively  design  high  volume,  high  throughput  systems. 

Equally  important,  this  was  the  first  African-American  owned 
firm  backed  by  specialized  small  business  investment  companies  to 
go  public  and  one  of  only  seven  African-American  owned  firms  to 
ever  go  public  in  American  business  history. 

Another  example  of  critical  technology  financed  by  our  industry 
is  Alamo  Technology.  This  Hispanic-owned  engineering  firm  has 
designed  an  automated  jet  engine  test  set  that  uses  50  percent  less 
fuel,  50  percent  less  labor  and  reduces  retest  time  75  percent  when 
testing  jet  engines  used  by  the  military. 

We  are  currently  working  with  that  firm  to  develop  a  commer- 
cial version  of  this  product.  This  company  created  the  initial 
design,  the  prototype  testing,  the  subsequent  manufacturing  insula- 
tion with  patient  capital  provided  by  four  specialized  SBICs. 

Another  example  of  our  technology  thrust  is  the  California-based 
specialized  SBIC  providing  financing  to  Micronics  Computers,  a 
leading  designer  and  manufacturer  and  marketer  of  high  perform- 
ance, industry  standard  microcomputer  products. 

Micronics  produced  products  include  8386  and  8486  system 
boards,  portable  computers,  terminals,  based  on  the  highest  level  of 
technology  available.  Under  the  management  of  Micronic's  presi- 
dent, Frank  Lynn,  dynamic  growth  and  creative  marketing  strate- 
gies enabled  this  company,  after  the  initial  funding  of  the  special- 
ized investment,  to  have  a  525  percent  increase  in  revenues  in  1991 
when  it  went  public  and  soon  thereafter  had  watched  its  third 
quarter  sales  levels  go  from  nearly  $35  million,  64  percent  higher 
than  the  previous  third  quarter. 

The  SSBIC  industry  has  also  invested  in  Cybernetics  Systems 
International  Corp,  which  develops  and  markets  automated  work 
force  management  systems  and  software  controls  for  work  place 
applications.  This  company  was  founded  by  two  Hispanic  industrial 
engineers. 

Our  financing  helped  recapitalize  the  company  and  provide  much 
needed  capital  for  growth  and  new  product  development. 

The  association  recently  conducted  an  extensive  survey  of  the  in- 
vestments of  the  top  16  specialized  small  business  investment  com- 
panies in  the  country  during  the  period  from  January  1,  1981  to 
June  30,  1991.  Although  our  companies,  on  average,  tend  to  be 
smaller  than  other  venture  capital  firms,  thereby  lacking  the  deep 
pockets  often  required  to  accept  the  risk  of  high  technology  invest- 
ments, the  study  showed  that  portfolio  investments  of  the  16  com- 
panies represented  an  exceptionally  high  level  of  high  technology 
firms. 

Almost  50  percent  of  the  companies  fell  within  the  high  tech  cat- 
egories of  telecommunications,  computers,  electronics  and  medical- 
ly-related industries. 

As  already  mentioned,  within  the  past  year  we  have  seen  three 
of  our  high  tech  companies  go  public.  My  point  here  is  the  vast  ma- 
jority of  specialized  SBICs  are  diversified  investment  firms  which 
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include  financing  directly  and  indirectly  involving  products  and 
services  derived  from  critical  technologies. 

This  area  will  play  an  even  larger  role  for  specialized  small  busi- 
ness investment  companies  as  defense  technologies,  NSF-funded 
technologies  and  small  business  innovation  research  technologies 
are  made  more  readily  available  for  commercialization. 

Equally  important,  this  week's  cover  story  of  Business  Week  cites 
ho\y  the  private  sector,  big  business  in  particular,  spent  $1  trillion 
on  information  and  communication  technologies  in  the  last  decade. 
These  technologies  are  often  far  ahead  of  their  application. 

So  we  have  entered  an  era  where  the  best  thing  that  we  can  do 
at  the  Federal  level  is  to  ensure  that  these  critical  technologies 
help  fuel  the  national  economy  and  strengthen  American  competi- 
tiveness by  making  sure  that  government  is  less  costly  and  more 
responsive  to  needs  dictated  by  market  forces  rather  than  political 
forces. 

The  existing  SSBIC  program  has  a  23-year  track  record  of  dis- 
tributing patient  capital  into  a  broad  range  of  industries,  including 
critical  technologies.  A  few  refinements  of  the  existing  SSBIC  pro- 
gram will  enable  capital  to  further  reach  into  market  driven  tech- 
nology niches. 

Since  we  already  have  the  venture  capital  mechanism  within 
SBA  through  the  SBIC  and  SSBIC  programs,  the  focus  should  be  on 
providing  incentives  to  these  companies  with  proven  venture  cap- 
ital experience  to  invest  in  more  high  technology  deals.  This  would 
negate  the  need  for  duplicating  the  regulatory  and  funding  struc- 
tures of  the  SBIC  program  in  another  government  agency. 

It  would  also  place  the  focus  of  the  proposal  where  it  belongs,  not 
on  creating  new  programs  with  their  inherent  costs,  but  on  target- 
ing capital  by  providing  the  required  incentives  to  existing  pro- 
grams. 

The  proposal  to  create  an  entirely  new  program  within  the  Com- 
merce Department  fails  to  recognize  the  level  of  venture  capital 
talent  required  in  the  changes  and  challenges  of  raising  new  pri- 
vate capital  for  such  a  program.  In  short,  the  program  does  not 
make  sense. 

As  chairman  of  an  association  representing  the  minority  venture 
capital  industry,  I  must  note  my  concern  that  any  proposal  to  do 
anything  with  regard  to  technology  must  keep  in  mind  the  impor- 
tance of  attracting  capital  for  minority-owned  high  technology 
firms.  The  proposal,  with  its  current  incentives,  might  arguably  at- 
tract funds  to  invest  in  majority-owned  high  tech  companies,  but 
there  is  certainly  nothing  in  the  current  proposal  to  enhance  the 
minority  market  place. 

Too  many  decisions  are  made  by  policymakers  that  tend  to  view 
minority  business  in  this  country  as  a  community  of  mom-and-pop 
enterprises,  all  contained  within  a  specific  innercity  geographic 
area. 

I  stand  before  you  to  tell  you  that  that  is  not  the  case.  The  very 
success  of  our  industry  has  proved  that  the  country's  minority  busi- 
ness community  represents  high-growth  ventures  across  the  land; 
and  although  our  companies  are  not  confined  to  specific  areas, 
there  is  no  denying  that  our  companies,  regardless  of  where  they 
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are  located,  create  job  opportunities  in  those  sectors  of  the  Ameri- 
can economy  where  they  are  needed  most. 

For  example,  a  study  recently  done  by  Dr.  Tim  Bates,  that  led  to 
the  publishing  of  a  book,  Banking  on  Black  Enterprise,  published 
by  the  Joint  Center  on  Political  Studies,  focused  on  black  firms. 
And  his  research  clearly  pointed  out  that  minority  firms  consist- 
ently will  hire  more  often  than  small  majority  firms,  minority  em- 
ployees; and  that  becomes  a  very  important  part  of  impacting  the 
infrastructure  within  the  minority  community. 

With  the  proposed  creation  of  a  new  small  business  venture  cap- 
ital program,  during  a  time  of  budget  cuts,  we  are  understandably 
alarmed  about  the  potential  impact  on  the  current  program's  fund- 
ing. 

We  fully  expect  a  significant  increase  in  leverage  demand  during 
the  fiscal  year  ahead.  As  mentioned  earlier  here  today  in  testimo- 
ny, new  licensees  coming  down  the  path,  all  of  these  are  going  to 
be  areas  that  will  impact  available  funding. 

In  our  own  case,  the  specialized  small  business  investment  area, 
we  expect  that  several  things  will  improve  our  need  for  funds.  One 
is  the  implementation  of  the  Small  Business  Equity  Enhancement 
Act,  which  has  been  talked  about  here  today,  spearheaded  by  this 
Committee.  It  includes  several  provisions  to  help  draw  more  capital 
into  the  industry. 

Also,  the  implementation  of  the  preferred  stock  buyback,  which 
is  specifically  applicable  to  the  specialized  SBICs.  This  will  lead  to 
needing  more  capital.  The  potential  passage  of  a  minority  business 
tax  incentive,  the  House  has  already  approved  that.  We  hope  the 
Senate  will  support  that.  That  will  be  designed  to  help  draw  cap- 
ital, private  capital,  into  our  side  of  the  industry;  and  in  turn,  will 
increase  our  need  for  leverage. 

Finally,  j^ou  are  aware  of  the  private  marketing  efforts  that  we 
have  done  as  an  industry,  to  create  a  much  larger  pool  of  venture 
capital  funds  from  sources  who  historically  have  not  participated 
in  helping  build  minority  businesses. 

The  new  administration  has  voiced  strong  support  of  minority 
capital  formation,  and  the  SBA  is  playing  and  has  played  an  in- 
strumental role  in  making  capital  formation  initiatives.  And  I 
want  this  testimony  today  to  help  point  out  and  reinforce  your  own 
personal  view,  where  a  critical  technology  investment  company  is 
unnecessary,  and  particularly  trying  to  create  something  that  is  a 
duplicate,  or  at  the  expense  of  another  program. 

We  have  proven  over  the  years  that  we  can  successfully  invest  in 
specialized  markets,  and  make  a  return  on  investment.  We  have 
assisted  in  creating  wealth,  and  witnessed  the  positive  impact 
many  of  these  companies  have  had  on  the  individual  communities. 
We  have  developed  the  venture  capital  talent,  the  national  net- 
work, the  deal  flow,  the  institutional  and  entrepreneurial  relation- 
ships. 

Our  ability  to  continue  to  track  capital  in  this  industry  is  criti- 
cally dependent  upon  a  stable  and  reliable  public-private  partner- 
ship. The  relationship  for  creating,  the  responsibility  for  creating 
and  maintaining  a  balanced  environment  must  be  shared  by  the 
government  and  private  sector,  both  who  have  invested  resources 
and  time. 
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Mr.  Chairman,  your  leadership  and  support  for  the  SpeciaUzed 
SBIC  program  is  greatly  appreciated;  and  we  thank  you  for  letting 
us  share  our  views  on  this  critical  topic. 

[The  prepared  statement  of  Mr.  Lawhorne  follows:] 

Prepared  Statement  of  Donald  R.  Lawhorne 

Good  morning,  Mr.  Chairman  and  Members  of  the  Senate  Small  Business  Com- 
mittee. I  am  Donald  R.  Lawhorne,  chairman  of  the  National  Association  of  Invest- 
ment Companies,  the  trade  association  representing  the  minority  venture  capital  in- 
dustry. As  an  industry  practitioner,  I  am  president  of  MESBIC  Ventures  Holding 
Company  (MVHC),  which  owns  100  percent  of  three  Specialized  Small  Business  In- 
vestment Companies  (SSBICs).  MESBIC  Ventures,  Inc.  (MVI),  Alliance  Enterprise 
Corporation  (AEC),  and  Power  Ventures,  Inc.  (PVI). 

MVI  holds  the  distinction  of  being  the  oldest  SSBIC  in  the  Nation,  and  the  first  of 
its  kind  in  Texas  when  licensed  in  1970.  AEC  was  licensed  in  1971  and  PVI  was 
licensed  in  1981.  The  three  funds  are  based  in  Dallas. 

MVHC  has  80  corporate  shareholders  including  NationsBank,  Sun  Company,  IBM 
Corporation,  Xerox  Corporation,  Frito-Lay,  Inc.,  BANK  ONE,  TEXAS,  Mobil  Oil 
Corporation,  ARCO  Oil  and  Gas  Corporation,  Oryx  Energy  Company,  Computer  As- 
sociations International,  Inc.,  and  the  Coca-Cola  Company.  On  a  consolidated  basis, 
total  assets  exceed  $28  million  which  places  MVHC's  venture  funds  under  manage- 
ment within  the  top  five  of  nearly  130  SSBICs  located  throughout  the  United  States. 

I  am  pleased  to  have  the  opportunity  to  appear  before  you  today  to  discuss  the 
successful  track  record  of  the  SSBIC  industry  in  developing  this  country's  minority- 
owned  businesses,  including  those  which  fall  within  the  definition  of  high  technolo- 
gy ventures. 

A  copy  of  my  formal  remarks  has  been  submitted  for  the  record.  Today,  I  will 
briefly  highlight  why  we  believe  that  the  proposal  to  create  a  Critical  Technology 
Investment  Program  (CTIP)  within  the  Commerce  Department  is  totally  unneces- 
sary and  most  untimely  in  an  era  where  examples  of  government  redundancy  and 
glaring  inefficiencies  have  become  fodder  for  the  National  and  local  prime  time 
media. 

Let  me  begin  by  commending  you  and  each  committee  Member  for  the  longstand- 
ing commitment  and  dedication  to  the  Specialized  Small  Business  Investment  Com- 
pany industry.  Your  support  has  enabled  us  to  invest  over  $1  billion  in  approximate- 
ly 12,600  minority-owned  small  businesses  during  the  last  10  years. 

As  this  Committee  knows  very  well,  this  period  included  numerous  hurdles  rang- 
ing from  declining  levels  of  funding  during  one  of  the  most  turbulent  economic  peri- 
ods in  our  Nation's  history.  Yet,  I  am  pleased  to  report  today  that  our  industry  has 
played  a  key  role  in  providing  the  vast  majority  of  patient  capital  for  growing  mi- 
nority businesses  across  a  broad  range  of  industries,  including  critical  technology 
firms. 

Our  industry  entered  the  nineties  equipped  to  participate  in  the  financing  of 
larger  and  more  rapidly  growing  minority-owned  firms  with  proven  management 
teams.  These  are  attributes  often  associated  with  emerging  technology  firms.  For  ex- 
ample, just  a  few  weeks  ago,  an  African-American  owned  company,  Envirotest  Sys- 
tems Corp.  went  public. 

Envirotest  qualifies  as  a  company  that  has  developed  an  environmental  critical 
technology  aimed  at  reducing  automotive  pollution  through  its  proprietary  emission 
testing  systems.  It  has  become  a  leader  in  developing  emission  testing  software,  and 
recently  received  a  contract  from  the  EPA  to  exclusively  design  high  volume,  high 
throughput  systems. 

Equally  important,  this  was  the  first  African-American  owned  firm  backed  by 
SSBICs  to  go  public,  and  one  of  only  seven  African-American  firms  to  ever  go 
public. 

Another  example  of  critical  technology  financed  by  the  SSBIC  industry  is  Alamo 
Technology,  Inc.  (ATI).  This  Hispanic-owned  engineering  firm  has  developed  an 
automated  jet  engine  test  set  that  uses  50  percent  less  fuel  and  50  percent  less 
labor,  and  reduces  retest  needs  by  75  percent  when  testing  a  broad  range  of  jet  en- 
gines used  by  the  military.  Current  development  is  underway  to  commercialize  this 
product. 

ATI  created  the  initial  design,  prototype  testing,  and  subsequent  manufacturing 
and  installation  with  patient  capital  provided  by  four  Specialized  SBICs. 

A  California-based  SSBIC  provided  financing  to  Micronics  Computers,  Inc.,  a  lead- 
ing designer,  manufacturer  and  marketer  of  high  performance,  industry-standard 
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microcomputer  products.  Micronics  products  include  80386  and  80486  system  boards, 
portable  computers  and  X-Terminals,  based  on  the  highest  level  of  technology  avail- 
able. Under  the  management  of  Micronic's  President,  Frank  Lin,  dynamic  growth 
and  creative  marketing  strategies  shortly  after  the  initial  SSBIC  investment  result- 
ed in  a  525  percent  increase  in  revenue  to  $25  million  from  $4  million  the  previous 
year.  Micronics  went  public  in  July,  1991,  and  in  its  first  quarterly  report  as  a 
public  company  it  reported  that  sales  reached  $34,977,000  in  the  third  quarter,  up 
64  percent  from  the  previous  year's  third  quarter. 

The  SSBIC  industry  also  invested  in  Cybernetics  System  International  Corpora- 
tion, which  develops  and  markets  automated  workforce  management  systems  and 
software  that  control  and  administer  intricate  workplace  schedules.  The  company 
was  founded  in  1980  by  Claudio  Mendoza  and  Gustavo  Agusti,  two  Hispanic  indus- 
trial engineers.  Our  financing  helped  recapitalize  the  company  and  provide  much 
needed  capital  for  growth  and  new  product  development.  After  a  period  of  slow  sales 
and  unprofitability  in  late  1990  and  early  1991,  the  company  has  signed  major  new 
contracts  with  Pacific  Bell  and  the  Florida  State  Department  of  Transportation. 

The  association  recently  conducted  an  extensive  survey  of  the  investments  of  the 
top  16  SSBICs  in  the  country  during  the  period  from  January  1981  to  June  30,  1991. 
Although  our  companies  on  average  tend  to  be  smaller  than  other  venture  capital 
firms,  lacking  the  "deep  pockets"  often  required  to  accept  the  inherent  risk  of  high 
technology  investments,  the  portfolio  investments  of  the  16  companies  represented 
an  exceptionally  high  level  of  high  technology  ventures.  Almost  50  percent  of  the 
companies  fell  within  the  high  technology  categories  of  telecommunications,  com- 
puter, electronics,  and  medical  related  industries.  Within  the  past  year,  we  have 
seen  three  of  our  high  technology  companies  go  public. 

My  point  here  is  that  the  vast  majority  of  SSBICs  are  diversified  investment  firms 
which  include  financing,  directly  and  indirectly  involving  products  and  services  de- 
rived from  critical  technologies.  This  area  will  play  an  even  larger  role  for  SSBICs 
as  defense  technologies,  NSF  funded  technologies,  and  small  business  innovation  re- 
search technologies  are  made  more  readily  available  for  commercialization.  Equally 
important,  this  week's  cover  story  of  Business  Week  cites  how  businesses  spent  $1 
trillion  on  information  and  communication  technologies  in  the  last  decade,  but 
showed  little  gain  in  efficiency. 

We  have  entered  an  era  where  some  technologies  are  far  ahead  of  applications 
and  market  receptivity.  Clearly,  the  most  effective  way  for  the  Federal  government 
to  ensure  that  these  critical  technologies  help  fuel  the  National  economy  and 
strengthen  America's  competitiveness  is  to  make  government  less  costly  and  more 
responsive  to  the  needs  dictated  by  market  forces  rather  than  political  forces. 

The  existing  SSBIC  program  has  a  23-year  track  record  of  distributing  patient 
capital  into  a  broad  range  of  industries,  including  critical  technologies.  A  few  refine- 
ments of  existing  SSBIC  programs  will  enable  capital  to  further  reach  into  market- 
driven  technology  niches. 

Since  we  already  have  the  venture  capital  mechanism  within  the  SBA  through 
the  SBIC  and  SSBIC  programs,  the  focus  should  be  on  providing  incentives  to  those 
companies,  with  proven  venture  capital  experience,  to  invest  in  more  high  technolo- 
gy deals.  This  would  negate  the  need  for  duplicating  the  regulatory  and  funding 
structures  of  the  SBIC  program  in  another  government  agency.  It  would  also  place 
the  focus  of  the  proposal  where  it  belongs — not  on  creating  entirely  new  programs 
with  their  inherent  costs,  but  on  targeting  capital  by  providing  the  required  incen- 
tives to  existing  programs.  The  proposal  to  create  an  entirely  new  program  within 
the  Department  of  Commerce  fails  to  recognize  the  level  of  venture  capital  talent 
required  and  the  challenge  in  raising  private  capital  to  start  such  a  program.  In 
short,  the  program  does  not  appear  to  be  well  thought  out  or  clearly  defined. 

As  chairman  of  the  association  representing  the  minority  venture  capital  indus- 
try, I  should  also  note  my  concern  that  there  are  no  provisions  within  the  proposal 
to  attempt  to  attract  capital  to  minority-owned  high  technology  companies.  The  pro- 
posal, with  its  current  incentives,  might  arguably  attract  funds  to  invest  in  majori- 
ty-owned high  technology  companies,  but  there  is  certainly  nothing  in  the  current 
proposal  to  enhance  the  minority  marketplace. 

Frankly,  as  we  listen  to  the  Administration's  goals  and  objectives  to  promote 
small  businesses  and  high  growth  companies,  and  see  the  accompanying  proposals, 
which,  like  S.  4,  fail  to  incorporate  incentives  for  minority  business  investments,  we 
have  to  begin  to  wonder  whether  the  proponents  of  these  proposals  view  minority 
companies  as  potentially  high  growth  companies.  Every  time  we  examine  a  program 
dealing  with  high  growth  businesses,  minority  companies  are  left  out  of  the  equa- 
tion. 
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Too  many  public  policy  decision-makers  appear  to  view  minority  businesses  in 
this  country  as  a  community  of  mom-and-pop  enterprises,  all  contained  within  spe- 
cific innercity  geographic  areas.  I  stand  before  you  today  to  tell  you  they  are 
wrong.  The  very  success  of  our  industry  is  proof  that  this  country's  minority  busi- 
ness community  represents  high  growth  ventures  across  the  country.  And  although 
our  companies  are  not  confined  to  specific  innercity  areas,  there  is  no  denying  that 
our  companies,  regardless  of  where  they  are  located,  create  job  opportunities  in 
those  sectors  of  the  American  economy  where  they  are  most  needed. 

I  would  like  to  bring  to  this  Committee's  attention  a  recent  book  by  Dr.  Timothy 
Bates,  chairman  of  the  Urban  Policy  Analysis  Program  at  the  New  School  for  Social 
Research  in  New  York.  The  book,  Banking  on  Black  Enterprise,  which  was  pub- 
lished by  the  Joint  Center  for  Political  Studies,  focuses  on  black-owned  firms.  Dr. 
Bates'  research  suggests  that  the  most  direct  approach  to  increasing  minority  em- 
ployment is  to  invest  in  minority  owned  firms.  When  he  reviewed  firms  located  in 
28  large  metropolitan  areas,  he  discovered  89  percent  of  the  black-owned  firms  had 
workforces  consisting  of  at  least  75  percent  minorities.  In  comparison,  60  percent  of 
the  non-minority  owned  businesses  hired  no  minorities  whatsoever. 

Approaching  the  subject  from  another  angle,  Bates  researched  the  same  28  large 
metropolitan  areas  and  studied  them  by  minority  versus  non-minority  neighbor- 
hoods. He  found  that,  even  in  minority  communities,  non-minority-owned  firms 
hired  predominantly  non-minorities.  Alternately,  black-owned  firms  located  in  non- 
minority  neighborhoods  still  tended  to  hire  minorities. 

Clearly,  the  positive  impact  of  investing  in  minority-owned  firms  goes  far  beyond 
the  dollar  amount  of  that  initial  investment  to  the  strengthening  of  the  very  infra- 
structure of  the  minority  community. 

And  with  the  proposed  creation  of  a  new  small  business  venture  capital  program 
during  a  time  of  budget  cuts,  we  are  understandably  concerned  about  the  program's 
potential  impact  on  our  current  program's  funding.  We  fully  expect  a  significant  in- 
crease in  leverage  demand  during  fiscal  year  1994.  This  increase  in  demand  will 
occur  for  a  number  of  reasons,  including: 

The  implementation  of  the  Small  Business  Equity  Enhancement  Act. — The 
Small  Business  Equity  Enhancement  Act,  spearheaded  by  this  Committee,  in- 
cludes several  provisions  which  will  help  draw  more  new  capital  into  the  indus- 
try, perhaps  most  significant  of  which  is  the  provision  which  recognizes  certain 
State  and  local  funds  as  private  capital.  NAIC  has  received  so  much  outside  in- 
terest as  a  result  of  this  provision  that  we  have  formed  a  special  marketing 
committee  to  meet  with  State  and  local  officials  to  discuss  the  program. 

Implementation  of  the  preferred  stock  program.  The  SBA  is  implementing  a 
program  which  will  allow  existing  companies  to  repurchase  preferred  stock  for- 
merly sold  to  the  government  to  restructure  their  balance  sheets  to  enhance  their 
ability  to  attract  additional  capital. 

Potential  passage  of  minority  business  tax  incentives. — The  House  has  already 
approved,  and  we  hope  to  incorporate  into  the  Senate  budget  proposal,  impor- 
tant tax  incentives  to  invest  in  the  Specialized  SBIC  industry.  These  include  a 
provision  which  would  allow  investments  in  SSBICs  to  qualify  for  a  50  percent 
exclusion  on  capital  gains  and  one  which  would  permit  gains  from  other  invest- 
ments which  are  reinvested  in  SSBICs  to  qualify  for  a  tax  deferral.  I  have  at- 
tached a  copy  of  a  recent  Wall  Street  Journal  article  dealing  with  these  provi- 
sions to  my  statement. 

Private  marketing  initiatives. — As  many  Members  of  this  Committee  are  al- 
ready aware,  NAIC  has  been  involved  over  the  past  few  years  in  an  important 
initiative  which  would  raise  significant  pools  of  capital  for  the  minority  venture 
capital  industry  by  creating  a  large  fund  of  funds.  The  fund  of  funds  will  act  as 
an  intermediary  to  raise  capital  from  sources  who  have  not  in  the  past  engaged 
in  a  significant  level  of  minority  venture  capital  investments.  The  fund  would 
then  place  its  investment  capital  with  a  number  of  qualified  experienced  minor- 
ity venture  capital  firms. 

The  new  administration  has  voiced  its  strong  support  of  minority  capital  forma- 
tion. And  the  SBA  is  playing  an  instrumental  role  in  many  of  the  capital  formation 
initiatives  I  have  just  mentioned  as  factors  which  will  significantly  increase  this  in- 
dustry's demand  for  leverage.  But  if  the  critical  technology  investment  company 
program  is  created  at  the  expense  of  other  existing  programs,  including  Specialized 
SBICs,  all  of  our  progress  could  be  jeopardized.  After  all  the  work  this  industry,  and 
its  partner  in  the  government,  has  gone  through  to  get  the  industry  to  this  point, 
that  same  government  partner  is  proposing  the  creation  of  an  entirely  new  pro- 
gram, still  unclear  regarding  most  of  its  parameters  but  clearly  lacking  incentives 
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for  minority  high  growth  investments,  which  could  hinder  our  progress  in  reaching 
our  goals. 

We  have  proven  that  we  can  successfully  invest  in  specialized  markets  and  make 
a  return  on  investment.  We  have  assisted  in  creating  wealth  and  witnessed  the  posi- 
tive impact  many  of  these  companies  have  had  on  individual  communities.  We  have 
developed  the  venture  capital  talent,  the  national  network,  the  deal  flow,  and  the 
institutional  and  entrepreneurial  relationships. 

Our  ability  to  continue  to  attract  capital  to  the  industry  is  critically  dependent 
upon  a  stable  and  reliable  public/private  partnership.  The  responsibility  for  creat- 
ing and  maintaining  a  balanced  environment  must  be  shared  by  the  government 
and  private  sector,  both  of  whom  have  invested  resources,  talent  and  time. 

Mr.  Chairman  and  Members  of  the  Committee,  your  leadership  and  support  for 
the  Specialized  SBIC  program  is  greatly  appreciated.  Thank  you  once  again  for  this 
opportunity  to  testify. 
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The  Chairman.  Thank  you,  Mr.  Lawhorne. 
Mr.  Wertheim. 

STATEMENT  OF  HARVEY  WERTHEIM,  GENERAL  PARTNER, 
HARVEST  VENTURES,  INC.,  NEW  YORK  CITY 

Mr.  Wertheim.  Good  morning,  Mr.  Chairman.  Thank  you  for  the 
opportunity  to  testify  today  on  the  contribution  of  SBICs  to  the  de- 
velopment of  technology. 

My  name  is  Harvey  Wertheim,  and  I  am  one  of  the  two  founding 
partners  of  Harvest  Ventures.  My  firm,  based  in  New  York  City, 
manages  money  in  SBIC  format,  as  well  as  private  limited  partner- 
ships outside  of  the  SBIC  format. 

Our  total  capital  base  is  somewhat  in  excess  of  $100  million,  and 
comes  entirely  from  financial  institutions,  industrial  corporations, 
and  wealthy  private  individuals.  We  have  clients  who  have  a  keen 
interest  in  the  high-technology  sector,  and  also  have  clients  who 
are  more  diversified  in  their  investment  needs. 

Our  introduction  to  the  SBIC  program  came  in  the  early  to  mid- 
1970s,  when  raising  capital  was  a  bit  more  difficult  than  it  is  today. 
After  a  year  or  so  of  evaluating  the  SBIC  program,  several  of  our 
clients  asked  us  to  apply  for  a  license  to  operate  an  SBIC,  pursuant 
to  the  Small  Business  Investment  Act  of  1958. 

Between  1975  and  1985,  we  applied  for  and  were  issued  a  total  of 
six  SBIC  licenses,  which  were  ultimately  managed  in  a  partnership 
format.  These  licensees  conducted  a  program  of  investing  primarily 
in  private  companies  in  the  technology  sector,  with  no  particular 
geographic  concentration.  These  SBICs  were  managed  by  Harvest, 
and  had  combined  paid-in  capital  of  approximately  $19  million. 
They  had,  at  maximum,  leverage  of  almost  $23  million. 

Taking  into  account  the  reinvestment  of  certain  realized  profits, 
these  six  entities  eventually  invested  $49  million  in  74  portfolio 
companies,  spread  throughout  the  United  States.  Of  the  74  private 
companies  financed  by  our  SBIC  group,  52 — or  approximately  70 
percent — were  considered  high-technology  investments.  An  analysis 
of  these  investments  show  that  the  products  of  these  companies 
cover  a  wide  range  of  technologies  that  have  become  particularly 
important  to  our  country,  its  citizens,  and  business  in  general. 

These  technologies  include,  but  are  not  limited  to:  Laser  optics 
for  bar-coding;  ultrasound  imaging  for  the  medical  field;  work  sta- 
tions for  design  engineers;  magnetic  fluid  seal  technology,  for  the 
manufacturing  of  semiconductors;  custom  semiconductor  chip  man- 
ufacturers; super-minicomputer  manufacturers;  porcelain  insula- 
tors; water  chlorination  equipment;  high-voltage  power  supplies; 
laser  scanning  inspection  systems;  frequency  synthesizers;  array 
processors;  computer  graphics;  CAD/CAM  manufacturing;  and  arti- 
ficial heart  valves  and  hip  replacement. 

Needless  to  say,  the  above  represents  a  fairly  broad  array  of 
technical  areas,  all  of  significance  in  one  way  or  another  to  each  of 
us.  For  example,  where  would  we  be  today  without  bar-coding  tech- 
nology, which  is  virtually  ubiquitous  in  our  society,  extending  from 
the  supermarket  to  naval  destroyers  and  submarines,  where  every 
piece  of  equipment  is  bar-coded  for  inventory  and  control  purposes. 
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It  was  our  group  of  SBICs  which,  in  1977,  founded  and  created 
Symbol  Technologies,  Bohemia,  New  York,  with  an  initial  invest- 
ment of  $500,000.  This  company  had  10  employees  and  a  dream, 
but  no  completed  product  to  sell.  Today,  some  16  years  later,  they 
are  the  undisputed  world  leader  in  bar-coding  technology,  with  an 
excess  of  $300  million  in  revenues,  2,200  employees,  and  a  market 
capitalization  of  over  $300  million. 

The  story  of  Symbol  is  an  enormously  important  one  that  under- 
scores the  role  the  SBIC  program  has  had  and  continues  to  have,  in 
the  formation  and  development  of  the  private  high-tech  sector  of 
our  country.  I  might  add  as  well  that  almost  all  of  the  capital  that 
went  into  Symbol  Technologies  was  from  SBICs. 

Another  important  investment  was  the  creation  of  Advanced 
Technology  Laboratories,  Seattle,  Washington,  in  1979,  to  design, 
develop  and  manufacture  ultrasound  medical  diagnostic  equip- 
ment. Today,  Advanced  Technology  is  a  company  with  more  than 
$300  million  in  sales,  and  employing  in  excess  of  1,000  people,  de- 
livering high-quality  medical  imaging  equipment  throughout  the 
United  States  and  abroad. 

Life  without  this  form  of  noninvasive  imaging  systems  would, 
indeed,  be  very  difficult.  The  data  supplied  by  the  ATL  equipment 
is  accurate,  fast  and  vital  to  the  specialist  or  surgeon  in  a  given 
application. 

Naturally,  I  could  go  on  for  hours  with  stories  like  this.  But  in 
the  interests  of  time,  of  course,  I  will  not.  I  would,  however,  like  to 
summarize  for  you  the  overall  impact  of  just  our  group,  the  Har- 
vest group,  technology  program  for  the  approximate  15-year  time- 
frame, from  1976  through  1990. 

Of  course,  all  the  relevant  data  is  difficult  to  capture  over  this 
long  period  of  time,  but  we  were  able  to  come  up  with  certain  infor- 
mation that  we  think  you  will  find  particularly  relevant.  In  the 
short  period  available  to  us,  we  have  developed  data  on  employees 
for  all  company's  financed,  and  sales  data  on  just  29  of  the  74  com- 
panies financed.  We  have  prepared  an  exhibit,  which  will  be  sub- 
mitted to  you  with  the  written  testimony  as  well. 

The  total  program,  over  the  15-year  timeframe,  has  created  small 
businesses  which  today  generate,  in  the  aggregate,  in  excess  of  $2 
billion  in  sales  on  an  annual  basis.  That  is  the  Harvest  group,  only. 
In  addition,  14,000  new  jobs  were  created  from  these  companies. 
This  data  is  even  more  impressive  when  we  take  into  account  the 
fact  that  the  above  annual  sales  and  new  job  creation  came  from 
original  SBIC  capital  of  only  $19  million,  and  SBA  debentures  of 
$23  million. 

In  addition  to  these  accomplishments  are  two  more  rather  rele- 
vant pieces  of  information.  First,  we  estimate — and  it  is  only  an  es- 
timate— that  at  least  $50  million  of  payroll  taxes  are  paid  annually 
from  just  these  new  jobs  that  were  created  by  us. 

Secondly,  while  we  do  not  have  supporting  data,  we  estimate 
that  many  of  the  companies  involved  have  export  sales  approximat- 
ing 20  percent  of  total  annual  revenues.  The  impact  is,  of  course, 
self-explanatory. 

I  do  not  for  a  moment  want  you  to  think,  or  want  anybody  to 
think,  that  we  have  not  encountered  failure,  frustration  and  disap- 
pointment during  these  many  years.  There  were,  of  course,  our 
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share  of  companies  whose  products  were  never  completely  devel- 
oped; or  if  developed,  perhaps  did  not  make  it  to  the  market.  Of 
course,  there  were  even  those  that  made  it  to  the  market  but  did 
not  survive  long-term  in  the  competitive  marketplace. 

The  bottom  line,  however,  is  quite  relevant.  Our  SBIC  group  did 
successfully  fund  technology  startup  companies,  brought  them  to  a 
mature  stage,  and  created  significant  new  jobs.  Our  story  is  only 
one  small  part  of  an  entire  SBIC  industry,  from  which  many  other 
accomplishments  have  come.  I  am  hopeful  that  the  above  informa- 
tion is  both  relevant  and  helpful  to  you,  in  understanding  just 
what  has  been  accomplished  in  the  past,  and  an  indication  of  what 
can  be  accomplished  in  the  future. 

With  the  passage  of  the  Small  Business  Equity  Enhancement  Act 
of  1992,  and  the  interest  it  has  generated  both  in  our  firm  and  in 
many  other  firms,  it  is  our  opinion,  our  strong  opinion,  that  the 
creation  of  a  CTIC  program  would  be  duplicative,  wasteful,  ineffi- 
cient, and  highly  confusing  to  the  institutional  investor  market- 
place. 

The  SBIC  program  itself  has  been  in  place  since  1958;  and  still  is 
not  completely  understood,  even  in  the  most  sophisticated  business 
and  financial  circles.  Adding  still  another  government-sponsored 
funding  source  would  only  add  to  that  confusion.  We  strongly  en- 
dorse your  amendment  to  S.  4,  to  integrate  CTIC  into  the  SBA. 

I  have  for  many  years  been  a  very  strong  supporter  of  the  SBIC 
program,  and  have  worked  as  a  member  of  the  Executive  Commit- 
tee of  the  National  Association  of  SBICs,  to  advance  its  interests  in 
the  business  community.  I  have  also  served  for  1  year  as  chairman 
of  NASBIC,  and  therefore  I  understand  the  system  quite  well. 

I  do  not  have  to  tell  you  about  the  importance  of  small  business 
in  our  country.  I  wish  only  to  emphasize  the  role  that  the  SBIC  in- 
dustry has  played,  and  hopefully,  with  your  cooperation,  will  con- 
tinue to  play  in  the  years  to  come. 

Thank  you  very  much  for  your  time. 

[The  prepared  statement  of  Mr.  Wertheim  follows:] 

Prepared  Statement  of  Harvey  J.  Wertheim 

IMPACT  OF  SBIC  INDUSTRY  IN  HIGH  TECHNOLOGY  SECTOR 

Good  morning  Mr.  Chairman  and  Members  of  the  Committee.  Thank  you  for  the 
opportunity  to  testify  today  on  the  contribution  of  SBICs  to  the  development  of  tech- 
nology. My  name  is  Harvey  Wertheim  and  I  am  one  of  the  two  founding  partners  of 
Harvest  Ventures.  Our  firm,  based  in  New  York  City,  manages  money  in  the  SBIC 
format  as  well  as  private  limited  partnerships  without  government  SBIC  participa- 
tion. Our  total  capital  base  is  somewhat  in  excess  of  $100  million  and  comes  entirely 
from  financial  institutions,  industrial  corporations  and  wealthy,  private  individuals. 
We  have  clients  who  have  a  keen  interest  in  the  high  technology  sector  and  also 
have  clients  who  are  more  diversified  in  their  investment  needs. 

Our  introduction  to  the  SBIC  program  came  in  the  early-to-mid  1970's  when  rais- 
ing capital  was  a  bit  more  difficult  than  it  is  today.  After  a  year  or  so  of  evaluating 
the  SBIC  program,  several  of  our  clients  asked  us  to  apply  for  a  license  to  operate 
an  SBIC  pursuant  to  the  Small  Business  Investment  Act  of  1958.  Between  197.5  and 
1985  we  applied  for  and  were  issued  a  total  of  six  SBIC  licenses  which  were  ulti- 
mately managed  in  a  Partnership  format.  These  licensees  conducted  a  program  of 
investing  primarily  in  private  companies  in  the  technology  sector  with  no  particular 
geographic  concentration. 

These  SBICs  were  managed  by  Harvest  Ventures  and  had  combined  paid  in  cap- 
ital of  approximately  $19  million  and  had  at  the  maximum,  leverage  of  almost  $23 
million.  Taking  into  account  the  re-investment  of  certain  realized  profits  these  six 
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entities  eventually  invested  $49  million  in  74  portfolio  companies  spread  throughout 
the  United  States.  Of  the  74  private  companies  financed  by  our  SBIC  group,  52 — or 
approximately  70  percent — were  considered  high  technology  investments.  An  analy- 
sis of  these  investments  show  that  the  products  of  these  companies  cover  a  wide 
range  of  technologies  that  have  become  particularly  important  to  our  country,  its 
citizens  and  business  in  general.  These  technologies  include,  but  are  not  limited  to, 
laser  beam  optics  for  bar  coding,  ultra  sound  imaging  for  the  medical  field,  worksta- 
tions for  design  engineers,  magnetic  fluid  seal  technology  for  the  manufacturing  of 
semi-conductors,  custom  semi-conductors  chip  manufacturers,  super  mini-computers, 
porcelain  insulators,  water  chlorination  equipment,  high  voltage  power  supplies, 
laser  scanning  inspection,  frequency  synthesizers,  array  processing,  computer  graph- 
ics, CAD,  CAM  manufacturing  and  artificial  heart  valves  and  hip  replacement. 

Needless  to  say  the  above  represents  a  fairly  broad  array  of  technical  areas  all  of 
significance  in  one  way  or  another  to  each  of  us.  For  example,  where  would  we  be 
today  without  bar  coding  technology  which  is  virtually  ubiquitous  in  our  society  ex- 
tending from  the  super  market  to  naval  destroyers  and  submarines  where  every 
piece  of  equipment  is  bar  coded  for  inventory  and  control  purposes. 

It  was  our  group  of  SBICs  which  in  1977  founded  and  created  Symbol  Technol- 
ogies, Bohemia,  New  York,  with  an  initial  investment  of  $500,000 — with  10  employ- 
ees and  a  dream  but  no  completed  product  to  sell.  Today,  some  16  years  later,  they 
are  the  undisputed  world  leader  in  their  field  with  in  excess  of  $300  million  in  sales, 
2,200  employees  and  a  market  capitalization  of  approximately  $300  million.  The 
story  of  Symbol  is  an  enormously  important  one  that  underscores  the  role  the  SBIC 
program  has  had  and  continues  to  have  in  the  formation  and  development  of  the 
private  high  tech  sector  of  our  country. 

Another  important  investment  was  the  creation  of  Advanced  Technology  Labora- 
tories, Seattle,  Washington,  in  1979  to  design,  develop  and  manufacture  ultra  sound 
medical  diagnostic  equipment.  Today,  Advanced  Technology  Laboratories  is  a  com- 
pany with  more  than  #400  million  in  sales  and  employing  in  excess  of  1,000  people 
delivering  high  quality  medical  imaging  equipment  throughout  the  United  States 
and  abroad.  Life  without  this  form  of  non-invasive  imaging  equipment  would  indeed 
be  very  difficult.  The  data  supplied  by  the  ATL  equipment  is  accurate,  fast  and  vital 
to  the  specialist  or  surgeon  in  a  given  application.  Naturally,  I  could  go  on  for  hours 
with  similar  stories,  but  of  course  I  will  not. 

I  would  however,  like  to  summarize  for  you  the  overall  impact  of  the  Harvest 
Group  technology  program  for  the  approximate  15-year  time  frame  from  1976-90.  Of 
course  all  the  relevant  data  is  difficult  to  capture  over  this  long  a  period  of  time  but 
we  were  able  to  come  up  with  certain  information  that  we  think  you  will  find  rele- 
vant. In  the  short  time  period  available  to  us,  we  have  developed  data  on  employees 
for  all  companies  financed  and  sales  data  on  just  29  of  the  74  companies  financed. 
We  have  prepared  an  exhibit  which  should  be  helpful. 

The  total  program  over  the  15-year  time  frame  has  created  small  businesses 
which  today  generate  in  the  aggregate  in  excess  of  $2  billion  dollars  in  sales  on  an 
annual  basis.  In  addition,  14,000  new  jobs  were  created  from  these  companies.  This 
data  is  even  more  impressive  when  we  take  into  account  the  fact  that  the  above 
annual  sales  and  new  job  creation  came  from  original  SBIC  capital  of  just  $19  mil- 
lion and  SBA  debentures  of  just  $23  million.  In  addition  to  these  accomplishments 
are  two  more  rather  relevant  pieces  of  information.  First,  we  estimate  that  at  least 
$50  million  of  payroll  taxes  are  paid  annually  from  this  new  job  creation.  Secondly, 
while  we  do  not  have  supporting  data,  we  estimate  that  many  of  the  companies  in- 
volved have  export  sales  approximating  20  percent  of  total  revenues.  The  impact  is 
of  course  self  explanatory. 

Ladies  and  gentlemen,  I  do  not  for  a  moment  want  you  to  think  that  we  have  not 
encountered  failure,  frustrations  and  disappointment  during  these  many  years. 
There  were  of  course  our  share  of  companies  whose  products  were  never  completely 
developed  or  if  developed  perhaps  did  not  make  it  to  the  market.  And  of  course 
there  were  those  that  made  it  to  the  market  but  did  not  survive  long  term  within 
the  competitive  market. 

The  bottom  line  is  however  relevant.  Our  SBIC  group  did  successfully  fund  tech- 
nology startup  companies,  brought  them  to  a  mature  stage  and  created  significant 
new  jobs.  Our  story  is  only  one  small  part  of  an  entire  SBIC  industry  from  which 
many  other  accomplishments  have  come.  I  am  hopeful  that  the  above  information  is 
both  relevant  and  helpful  to  you  in  understanding  just  what  has  been  accomplished 
in  the  past  and  an  indication  of  what  can  be  done  in  the  future. 

In  our  opinion  the  creation  of  a  CTIC  program  would  be  duplicative,  wasteful,  in- 
efficient and  highly  confusing  to  the  institutional  investor  marketplace.  The  SBIC 
program  has  been  in  place  since  1958  and  still  is  not  completely  understood  even  in 
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the  most  sophisticated  business  and  financial  circles.  Adding  still  another  govern- 
ment sponsored  funding  source  would  only  add  to  that  confusion. 

I  have  for  many  years  been  a  strong  supporter  of  the  SBIC  program  and  have 
worked  as  a  member  of  the  Executive  Committee  of  the  National  Association  of 
Small  Business  Investment  Companies  (NASBIC)  to  advance  its  interests  in  the 
business  community.  I  have  also  served  for  1  year  as  chairman  of  NASBIC  and 
therefore  understand  the  system  well. 

I  don't  have  to  tell  you  about  the  importance  of  small  business  in  our  country.  I 
wish  only  to  emphasize  the  role  that  the  SBIC  industry  has  played  and  hopefully 
with  your  cooperation  will  continue  to  play  in  the  years  to  come. 

Thank  you  very  much  for  your  time  this  morning. 

The  Chairman.  Thank  you,  Mr.  Wertheim.  Do  you  or  Mr.  La- 
whorne  or  Mr.  Walker,  ever  feel  put  upon  by  the  regulations  of  the 
SBIC  program?  The  constraints  on  the  way  you  operate? 

Mr.  Lawhorne.  Yes. 

Mr.  Walker.  Absolutely. 

Mr.  Wertheim.  Yes,  at  times. 

The  Chairman.  Mr.  Walker,  what  do  you  consider  to  be  the  most 
burdensome? 

Mr.  Walker.  Luckily,  half  of  them  have  been  fixed  in  the  last 
regulation  change.  The  size  standards  were  very  restrictive,  and  I 
find  the  affiliation  standards  and  association  standards  also  restric- 
tive. So  restrictive  that  I  cannot  invest  with  other  large  non-SBIC 
venture  capitalists  in  co-financing  a  deal.  Hopefully,  we  are  going 
to  get  those  regulations  changed  this  year. 

The  bureaucracy  was  fairly  extraordinary  in  the  kind  of  things 
that  they  require  from  you,  in  the  audits,  and  in  paperwork.  If  you 
do  not  have  the  right  sign  at  the  right  place,  in  the  right  door,  you 
will  spend  half  an  hour  negotiating  with  the  SBA  auditor  about  it. 
Luckily,  I  think  they  have  gotten  a  lot  better  in  the  last  couple  of 
years,  and  hopefully,  Mr.  Bowles  will  bring  a  business  orientation 
to  the  group  that  has  not  been  there  before.  I  think  that  is  really 
important. 

But  in  the  past,  the  regulations  have  been  fairly  strict;  and  it  has 
caused  a  lot  of  people  not  to  use  the  program. 

Mr.  Lawhorne.  Those  are  similar  sentiments,  because  the  same 
regulations  that  govern  the  regular  SBICs  govern  us.  So  it  is  the 
age-old  problem  that  you,  rightfully  so,  want  to  protect  your  invest- 
ment as  the  government  in  a  license,  and  hooked  up  with  the  pri- 
vate sector.  But  sometimes,  the  regs  are  created  with  a  tendency  to 
over  control  the  enterprise. 

One  of  the  significant  attributes  in  company-building,  building 
small  businesses,  is  responsiveness  and  speed.  And  sometimes,  the 
process  because  of  certain  regulations  is  cumbersome  and  slow;  and 
you  can  miss  opportunities,  simply  because  you  cannot  act  quick 
enough,  because  of  a  small  quirk  that  we  have  found  through  the 
years  and  have  been  attempting  to  change. 

The  Chairman.  Let  me  ask  you  this  question:  You  are  under  a 
limitation — so  Mr.  Bowles  testified,  or  Mr.  Foren — of  a  IV^  percent 
overhead.  Is  that  2y2  percent  of  sales?  Or  2  ¥2  percent  of  what? 

Mr.  Lawhorne.  He  said  combined  private  capital  and  leverage. 

The  Chairman.  Do  you  impose  any  such  restrictions  as  that  on 
the  companies  in  which  you  invest? 

Mr.  Lawhorne.  Absolutely. 

Mr.  Walker.  I  do  not  do  that  much. 
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Mr.  Lawhorne.  We  have  investment  agreements  that  dictate 
that  they  cannot  just  do  anything.  I  would  think  that,  with  rare 
exception,  across  our  side  of  the  house — and  I  speak  both  as  a  prac- 
titioner and  a  participant  in  a  lot  of  joint  financings — we  always 
have  something  in  the  financing  agreements  that  limit  how  much 
salaries  and  bonuses  and  dividends  that  can  be  declared.  The  objec- 
tive is  to  build  the  business,  and  the  decisions  that  need  to  be  made 
ought  to  be  done  in  a  way  that  helps  build  the  business. 

Mr.  Walker.  As  investors,  we  are  in  a  partnership  with  these 
managers,  and  we  are  going  to  make  money  only  when  we  sell  the 
company.  So,  we  are  on  the  same  side  as  the  SBA,  when  they  are 
putting  money  in  our  SBICs,  to  make  money  in  the  end.  We  do  not 
benefit  from  anything  other  than  keeping  expenses  tightly  con- 
trolled. 

The  Chairman.  Is  it  a  fair  statement — excuse  me,  Mr.  Werth- 
eim? 

Mr.  Wertheim.  I  was  just  going  to  say  I  agree  with  Mr.  Walker 
completely,  with  one  additional  statement.  That  is,  this  is  a  fair 
market,  and  a  free  market;  and  to  get  the  best  people  to  run  what 
we  consider  to  be  the  best  companies,  you  have  to  pay  a  market 
rate.  That  market  rate  varies  by  industry,  by  expertise  and  by  ex- 
perience. And  in  one  case  you  may  have  a  company  CEO  making 
$125,000  a  year,  and  in  one  case  you  may  have  someone  making 
$185,000  a  year.  So  I  believe  in  the  free  market,  and  believe  in  get- 
ting the  best  people  possible. 

Now,  our  arguments  to  them  often  are,  in  an  attempt  to  keep 
costs  down,  you  will  make  it  in  the  long-term  through  your  equity 
ownership,  as  we  will.  Nevertheless,  he  or  she  has  a  family  to  sup- 
port, and  the  free  market  more  often  than  not  dictates  what  these 
people's  salaries  and  bonuses  are.  That  is  my  experience. 

The  Chairman.  Is  it  a  fair  statement,  because  we  are  talking 
today  about  the  comparison  between  SBICs  and  the  so-called  provi- 
sions in  S.  4,  that  a  number  of  people  have  gotten  rich  through 
pretty  risky,  high-tech  investments,  because  the  chances  of  high 
benefits  are  considerably  greater  with  a  high-tech  company  than 
they  are  with  the  ordinary  companies?  Is  that  a  fair  statement? 

Mr.  Wertheim.  That  is  a  fair  statement.  The  return  on  invest- 
ment is  generally  higher,  and  the  risks  are  general  higher. 

Mr.  Walker.  However,  in  our  portfolio  our  two  most  successful 
investments  are  retail  startups:  One  is  Office  Depot;  and  the  other 
is  Gymboree. 

The  Chairman.  Retail  startups?  What  kind  are  they? 

Mr.  Walker.  We  have  an  office  supply  warehouse  concept  called 
Office  Depot,  where  we  put  money  in  to  set  up  20,000-square-foot 
stores  that  sell  nothing  but  office  supplies.  That  revolutionized  the 
office  supply  industry,  by  providing  much  cheaper  prices  to  small 
businesses  for  basic  stationery,  basic  pens  and  pencils.  The  compa- 
ny is  now  a  $2  billion  company,  traded  on  the  New  York  Stock  Ex- 
change, and  we  made  over  $25  million  on  a  $2  million  investment. 
Gymboree  is  the  same  kind  of  story.  So  it  depends  on  the  formula. 

The  Chairman.  Well,  gentlemen,  let  me  say  that  you  have  forti- 
fied everything  that  I  believe  about  this  program.  And  I  want  to 
also  say  one  other  thing. 
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Ever3^hing  has  not  always  been  lovely  in  this  program.  We  have 
had — as  you  know — big  problems.  Big  losses  to  the  government. 
And  several  years  ago,  when  we  held  hearings  on  all  of  those 
things,  it  was  rather  appalling.  Just  as  in  the  S&L  debacle,  we 
have  imposed  such  burdens  now  on  the  banks  as  a  result  of  that, 
banks  cannot  make  loans  to  small  business  anymore.  At  least  they 
say  they  cannot,  and  I  am  inclined  to  accept  their  word  for  it. 

I  think  the  tendency  in  the  SBIC  program  is  to  over  regulate,  be- 
cause we  had  some  bad  apples  in  that  barrel.  But  most  of  them  fail 
legitimately,  because  of  the  real  estate  problems  they  had.  When 
the  real  estate  market  in  this  country  really  tumbled,  we  had  con- 
siderable problems  with  a  lot  of  SBICs.  But  I  want  you  to  feel  free 
to  communicate  with  the  Committee,  you  and  other  people  of  simi- 
lar stripe,  to  communicate  with  this  Committee  on  any  concerns 
you  have  about  over  regulation  and  paperwork.  The  country  is  still 
stifling  in  it. 

Senator  Chafee  and  I  are  trying  to  alleviate  some  of  the  prob- 
lems and  paperwork  burdens  that  banks  have,  to  at  least  remove 
the  excuse  they  have  for  not  making  loans  to  small  business.  For 
example,  we  are  raising  the  asset  value  on  which  appraisals  have 
to  be  made,  and  things  like  that;  truth-in-lending,  if  you  have  got  a 
sophisticated  borrower  with  an  experience  track  record,  you  do  not 
have  to  go  through  all  that  truth-in-lending  stuff  with  them.  It  is  a 
terrible  paperwork  burden,  and  we  are  trying  to  deal  with  that. 

But  I  thank  all  three  of  you  very  much.  Your  testimony  was 
splendid. 

Our  last  panel  is  Ms.  Pat  Cloherty  and  Mr.  James  Parsons.  Pat  is 
president-elect  of  the  National  Venture  Capital  Association,  presi- 
dent, Patricof  &  Company  Ventures,  Inc.  of  New  York;  and  Mr. 
Parsons  is  chairman  of  the  National  Association  of  Small  Business 
Investment  Companies. 

Pat,  you  have  been  wanting  your  day  in  court. 

STATEMENT  OF  PATRICIA  CLOHERTY,  PRESIDENT-ELECT,  NA- 
TIONAL VENTURE  CAPITAL  ASSOCIATION;  PRESIDENT,  PATRI- 
COF &  CO.  VENTURES,  INC.,  NEW  YORK  CITY 

Ms.  Cloherty.  I  am  delighted  to  be  here,  Mr.  Chairman. 

The  Chairman.  Please  proceed. 

Ms.  Cloherty.  If  I  may,  I  will  submit  my  formal  comments  for 
the  record,  and  speak  briefly  and  informally,  since  this  has  gone  on 
for  some  time. 

I  am  here  as  president-elect  of  the  National  Venture  Capital  As- 
sociation, also  as  the  Chairman  of  the  Investment  Advisory  Council 
that,  as  you  know,  studied  the  performance  of  the  Small  Business 
Investment  Company  program  and  recommended  the  changes  that 
were  subsequently  enshrined  in  legislation  in  the  form  of  the  par- 
ticipating preferred  security. 

But  I  also  am  here  as  president  of  a  large  venture  capital  compa- 
ny, which  was  itself  a  venture.  That  is  Patricof  &  Co.  Ventures, 
started  with  $2.5  million  under  management  in  1969,  and  increased 
to  approximately  $1.5  billion  under  management  in  the  United 
States  and  in  five  European  countries  today. 
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We  pioneered  in  establishing  the  legal  framework  for  risk  capital 
intermediation  in  Western  Europe,  starting  in  the  U.K.  in  1975; 
France,  1976;  most  recently  last  year,  in  Germany. 

We  have  interests  in  approximately  92  companies  in  the  United 
States  at  the  moment,  and  110  in  Western  Europe;  about  half  of 
which  in  the  United  States  are  technology-based,  and  approximate- 
ly a  third  of  which  in  Europe  are  technology-based. 

The  portfolios  have  ranged  across  the  board.  We  have  done  ex- 
tremely well  in  publishing,  from  the  startup  of  New  York  Maga- 
zine, American  Photographer  Magazine,  and  several  other  publica- 
tions, to  electronics,  health  care  and  so  forth. 

The  Apple  Computer  deal  referred  to  earlier  was,  in  fact,  in  our 
portfolio;  which  explains  my  excitement  on  that  subject,  when  the 
investment  was  described  as  substituting  capital  for  energy  and 
brains,  which  was  not  the  case. 

But  in  any  event,  we  did  have  an  SBIC  as  one  of  our  funds  start- 
ing in  1976,  as  did  many  major  venture  capital  companies  today. 
As  Mr.  Wertheim  said,  the  seventies  were  a  terrible  time  for  rais- 
ing venture  capital  from  individuals  or  institutional  sources.  And 
the  SBIC  program  at  that  time  was  invaluable  for  many  current 
private  venture  capital  practitioners  to  continue  in  business,  or  to 
serve  their  apprenticeships,  in  fact  learning  how  to  manage  effec- 
tive portfolios. 

So  the  program  has  been  invaluable,  and  today,  with  the  new  in- 
strument, it  can  serve  a  counter-cyclical  purpose  since  venture  cap- 
ital availability  today,  largely  from  institutions,  private  and  public 
pension  funds,  has  shrunk.  It  is  almost  an  ideal  time  for  a  re-emer- 
gence of  the  SBIC  program,  along  the  newly  conceived  and  legislat- 
ed lines.  Now  to  the  program. 

The  people  I  represent  understand  the  substance  of  the  proposal 
for  the  Commerce  Department's  technology  program.  Those  of  us 
on  the  Investment  Advisory  Council  were  not  surprised  by  the  pro- 
posal, inasmuch  as  the  architect  of  the  program  participated  in  our 
undertaking  and  in  fact  the  program  is  duplicated  along  the  lines 
of  the  newly-revamped  SBIC  program,  with  some  major  changes,  so 
that  its  roots  are  in  the  deliberations  which  led  to  the  new  SBIC 
program.  So  we  understand  it  reasonably  well. 

Having  said  that,  we  oppose  it,  as  unnecessary,  duplicative,  not 
centered  on  rate  of  return,  not  centered  on  financial  disciplines, 
not  centered  on  experience;  and  it  overall  reinforces  the  perception 
of  government  and  its  programs  as  an  undisciplined  gravy  train. 

To  get  even  a  little  more  extreme  here,  I  believe  it  verges  on  the 
Kafkaesque  in  the  following  respect:  With  all  of  the  speeches  being 
given  in  the  Legislative  and  Executive  Branches,  about  economic 

growth  and  job  creation  and  wealth  creation,  and  all  of  this 

The  Chairman.  And  their  love  for  small  business. 
Ms.  Cloherty.  Oh,  adoration  of  small  business.  It  is  not  at  all 
clear  to  me  why  a  connection  is  never  made  between  that  policy 
goal  and  the  single  program  in  government  that  has  the  underpin- 
nings, the  infrastructure,  the  managerial  experience  and,  frankly, 
the  respectable  history  sufficient  to  warrant  being  the  centerpiece 
of  an  economic  growth  package  based  on  private  disciplines, 
namely  the  SBIC  program. 
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Perhaps  an  able  person,  such  as  Administrator  Bowles,  can  do 
that  since  he  is  grounded  in  the  realities  of  small  business  financ- 
ing growth  and  development. 

The  major  premise  of  this  new  proposed  program,  appears  to  be 
that  the  SBICs,  existing  as  privately  managed  investment  entities, 
do  not  now  invest  in  technology,  specifically,  they  do  not  invest  in 
critical  technologies.  A  look  at  the  facts  of  that,  based  on  a  comput- 
er run  on  the  investments  from  1960  through  1992,  does  not  sup- 
port that  premise.  My  computer  run  looked  at  all  SBIC  invest- 
ments for  the  period  in  technologies  identified  as  "critical  technol- 
ogies" in  the  legislation. 

I  used  the  Venture  Economics  industrial  classifications  because 
the  standard  industrial  classifications,  by  and  large,  are  old;  and 
they  do  not  capture  emerging  technology.  So  you  really  cannot  tell, 
if  you  use  normal  SIC  codes  published  by  the  government,  which 
new  technologies  were  backed.  In  our  industry,  we  used  more  peri- 
odically revised  codes  that  can  capture  differentiations,  for  exam- 
ple, in  the  biotechnology  business  and  in  other  emerging  technol- 
ogies. 

Based  on  that,  and  looking  at  the  experience  in  the  program,  the 
results  were  the  following  for  regular  SBICs  only.  The  data  do  not 
include  investments  by  the  specialized  SBICs  that  Mr.  Lawhorne 

In  the  aggregate,  SBICs  invested  directly  $1.6  billion  in  thusly 
defined  critical  technologies  over  the  entire  period,  and  brought  in 
an  additional  $5.2  billion  of  non-SBIC  private  capital,  as  co-invest- 
ment; for  total  investment  in  those  critical  technologies  over  the 
period  of  $6.8  billion. 

To  put  this  in  perspective,  that  totals  about  10  times  the  amount 
current  outstanding  of  government  debt  in  the  SBIC  program,  and 
the  leverage  factor  overall,  you  will  note,  is  impressive.  Each  SBIC 
dollar  leveraged  3.25  in  additional  private  investment  capital  in 
critical  technologies. 

Further,  the  rate  of  investing  in  companies  based  on  critical 
technologies  increased  dramatically  over  time.  For  the  first  decade 
of  the  SBIC  program,  that  is  1960  to  1969,  the  total  invested  was 
$62.2  million.  And  non-SBIC  investment,  co-investment  was  $12.9 
million.  That  increased  in  the  most  recent  decade,  1980  through 
1989,  to  $1.3  billion,  and  $4.8  billion,  respectively.  A  very  dramatic 
increase  in  technological  investing  over  a  30-year  period. 

The  average  deal  size  in  technology  companies  increased  over  the 
same  period  from  $300,000  in  the  decade  of  the  sixties  to  $2.5  mil- 
lion in  the  decade  of  the  eighties. 

What  was  the  pattern  of  aggregate  investment  in  critical  tech- 
nologies? 2.3  percent  in  biotech;  27  percent  in  communications;  29 
percent  in  computer-related;  4  percent  in  consumer-related;  and  so 
on.  The  other  two  big  categories  were  industrial  technology  and 
medical  technology,  which  together  comprised  about  22  percent  of 
total  investment.  These  results  are  not  time-phased.  If  you  look  at 
the  later  decade,  the  biotech  portion  would  be  much  higher  as 
those  sciences  evolved. 

I  will  note  this:  The  stub  period,  1990  through  1992,  evidenced  an 
overall  low  rate  of  investment,  including  in  technology;  and  that 
has  to  do  with  the  fact  that  the  venture  business  reached  a  nadir,  a 
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cyclical  downtown,  the  emergence  from  which  is  only  now  becom- 
ing apparent  in  the  accelerating  rate  of  early-stage  investment 
noted  for  1992  in  the  June  1,  Wall  Street  Journal. 

I  think  the  record  is  reasonably  clear,  Mr.  Chairman.  The  SBICs 
over  time  have  invested  almost  20  percent  of  all  of  the  funds  ever 
used  in  the  program,  public  and  private,  in  what  today  one  defines 
as  critical  technologies.  They  invested  in  other  technologies  as  well, 
and  I  am  sure  in  the  sixties  they  may  have  invested  in  what  was 
critical,  and  in  the  seventies  and  in  the  eighties.  And  I  do  not  know 
what  "critical"  will  be  in  the  nineties.  But  at  least  20  percent  of 
what  today  is  deemed  "critical"  has  been  historically  in  their 
target  investments. 

I  should  say  as  an  aside  that,  our  own  firm  invested  in  govern- 
ment-defined critical  technologies  in  the  early  eighties.  Gallium  ar- 
senide semiconductors,  among  others. 

I  should  point  out  the  SBICs  acted  with  a  financial  handicap  all 
this  time  in  making  these  technological  investments.  The  current 
pay  debentures  aren't  ideal  for  backing  such  early-stage,  capital 
consuming  technology-based  companies.  The  new  structure  of  the 
participating  preferred  is  designed  precisely  to  liberate  the  SBICs 
from  that  financial  handicap,  and  to  permit  them  to  expand  their 
rate  of  investing  at  the  equity  level  in  early-stage  technology  com- 
panies. 

That  is  the  empirical  side  of  the  SBICs  critical  technology  invest- 
ing to  date.  You  have  heard  the  anecdotal  information  on  technolo- 
gy investing  involving  the  notable  companies:  the  Crays,  the 
Apples,  the  Intels,  the  COMPAQs,  and  the  Symbol  Technologies 
that  Mr.  Wertheim  cited. 

A  second  premise  of  the  proposed  Commerce  legislation,  is  that 
there  are  great  gaps  in  the  market  for  financing  technology  compa- 
nies, including  middle  market  and  larger  companies.  I  think  that 
premise  bears  a  little  examination,  also,  and  I  will  only  make  four 
comments  on  that  premise. 

First,  yes,  investors  are  cautious  about  putting  money  behind 
early-stage  technology-based  companies.  Why?  Because  they  risk 
total  loss  of  capital  in  so  doing.  The  fear  is  eminently  justified. 
What  are  the  risks?  The  technology  may  not  work.  Markets  may 
not  be  able  to  develop  a  product  that  may  be  made  at  a  price  at 
which  anyone  is  interested  in  buying.  There  is  a  competitive  risk. 
Technologies  can  obsolesce  before  products  are  even  finalized  much 
less  introduced  to  markets. 

There  are  regulatory  risks,  involving  multiple  rounds  of  financ- 
ing, from  multiple  sources,  in  order  to  support  technologies 
through  uncertain  testing  and  approval  periods,  most  notably  today 
in  the  health-related  pharmaceutical  biotech  or  medical  device 
area. 

Finally,  managerial  risks  are  the  most  profound;  the  overwhelm- 
ing risk  is  that  entrepreneurs  over  time  prove  inept,  unlucky  or 
they  get  simply  tired  before  the  course  is  run. 

On  the  other  hand,  investors  take  the  risk  of  investing  in  techno- 
logically based  companies  because  they  can  provide  extraordinary 
returns  if  they  succeed.  Thus,  such  companies  do  get  financed  very 
selectively.  To  spread  the  risk,  people  in  the  venture  business,  in- 
cluding SBIC  managers,  diversify  risks  across  their  portfolios:  win- 
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ners  can  offset  losers.  Furthermore,  we  stage  investments,  putting 
the  smallest  amount  of  capital  required  into  a  company  at  each 
stage,  to  wash  out  the  next  level  of  risk.  $200,000  builds  the  proto- 
type and  secures  patent  protection.  The  next  half  million  goes  to  a 
production  prototype  and  testing,  and  so  on. 

My  second  point  on  the  capital  gap  issue  on  technology  is  that 
there  is  always  vastly  more  technology  around  in  the  United  States 
than  can  be  financed  effectively.  High-growth  companies  may  be 
based  on  intellectual  know-how,  but  their  competitive  edge  ulti- 
mately is  always  in  the  transformational  managers,  the  entrepre- 
neurs who  can  take  the  knowhow  and  in  a  timely  fashion  bring  it 
cost-effectively  into  the  commercial  light  of  day.  These  people  are 
far  scarcer  than  capital. 

Third,  the  question  is  always  asked  about  the  size  of  company, 
measured  in  net  worth,  that  is  the  determinant  as  to  when  a  com- 
pany can  or  cannot  secure  financing  to  develop  new  technologies. 
Three  previous  of  the  witnesses  have  said  that  size  is  not  the  deter- 
minant, and  I  will  simply  reinforce  that  size  is  not  the  determi- 
nant. 

Even  so,  early-stage  technology  companies  are  at  the  toughest 
stage  for  raising  capital. 

For  that  reason,  there  is  a  public  policy  justification  for  having 
an  SBIC  program  that  can  provide  some  of  that  funding  at  that 
time,  to  finance  companies  at  the  time  in  which  a  small  amount  of 
capital  has  the  opportunity  for  explosive  growth  in  value  and  job 
creation.  There  is  no  such  justification  for  financing  middle-market 
and  larger  companies.  Such  companies  should  have  reached  a  point 
of  understanding  their  own  profitability  formulas  thus  opening  di- 
verse financing  options,  through  banks;  other  forms  of  commercial 
credit  or  public  and  private  equity  markets. 

If,  when  they're  mature,  larger  companies  also  need  government 
grants  and  other  forms  of  assistance  to  develop  the  technologies 
that  define  their  future,  then  they  may  have  problems  other  than 
technology  problems,  such  as  managerial  problems  or  business 
issues  that  capital  won't  solve. 

The  SBIC  size  standards,  either  the  old  standard  of  $6  million  in 
net  worth  and  $2  million  average  earnings,  or  the  new  inflation- 
adjusted  recommendation  standard  of  $18  million  and  $6  million, 
respectively,  have  posed  in  my  mind  no  problem  in  general  for  in- 
vestors in  emerging  technology  sector.  The  companies  we  back  at 
that  stage  run  losses  for  many  years. 

Summing  up  here,  I  will  say  that  I  think  it  is  demonstrable  that 
the  SBICs  in  fact  have  financed  critical  technologies,  and  that  the 
participating  preferred  instrument  will  be  a  great  enabler  to 
permit  them  to  do  more. 

I  believe  that  there  is  a  danger  in  compromising  the  old  SBIC 
structure  with  that  proposed  for  the  Commerce  program.  The  exist- 
ing program  has  an  internal  financial  integrity  developed  over 
time  into  the  capital  structure.  Good  people  from  the  agency  and 
private  industry  spent  2  years  developing  a  structure  that  rewards 
performance  and  penalizes  failure  and  abuse. 

I  think  a  casual  interposition  of  soft  money  into  that  capital 
structure,  for  whatever  purposes,  with  no  size  limitation,  will  cause 
problems. 
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The  SBIC  program  has  a  record  of  success.  In  response  to  Sena- 
tor Pressler's  question  on  who  else  in  the  world  has  them,  and  Mr. 
Foren  responded  "Japan,"  I  think  this  Committee  should  under- 
stand that  the  program  has  been  an  international  model,  including 
for  Japan. 

It  is  our  view  at  NVCA,  that  the  imperative  of  the  moment  is  to 
move  the  SBIC  program  to  a  central  position  to  stimulate  entrepre- 
neurial activity  in  the  United  States,  to  fund  it,  and  to  move  forth- 
with to  harness  the  kind  of  private  capital  that  is  waiting  in  the 
wings  for  this  program  to  take  off,  so  that  the  pace  of  investment, 
not  only  in  technology  but  in  other  growth  companies  as  well 
begins  to  accelerate  rapidly.  Thank  you. 

[The  prepared  statement  of  Ms.  Cloherty  follows:] 

Prepared  Statement  of  Patricia  M.  Cloherty 
introduction 

Mr.  Chairman  and  Members  of  the  Committee.  I'm  delighted  to  be  here  to  partici- 
pate in  these  hearings  concerning  the  contribution  of  the  Small  Business  Adminis- 
tration's (SBAs)  financing  programs  to  the  development  of  high  technology  compa- 
nies in  the  United  States,  with  particular  reference  to  those  technologies  defined  as 
"critical"  pursuant  to  section  603(d)  of  the  National  Science  and  Technology  Policy, 
Organization  and  Priorities  Act  of  1976. 

I'll  focus  on  the  Small  Business  Investment  Company  (SBIC)  program  of  SBA  and 
on  the  private  venture  capital  industry  of  which  it  has  been  part  for  some  33  years. 
These  were  years,  I  might  add,  in  which  the  private  industry  actually  emerged,  with 
its  own  market-based  cyclical  ups  and  downs. 

The  questions  I  will  address  are  in  two  areas.  First,  have  SBICs  historically 
backed  technologically-based  companies?  More  narrowly,  have  they  backed  those 
thought  to  be  "critical"  in  current  public  policy  terms?  If  so,  how  did  it  work  and 
what  are  future  prospects  for  expanded  financing?  If  not,  why  not? 

The  second  set  of  issues  concerns  the  factors  that  make  a  technologically-based 
company  backable  in  SBIC,  i.e.,  venture  capital  terms.  Some  people  assert  that  the 
financial  markets  are  at  fault,  that  investors  are  reluctant  to  back  new  technologies. 
The  thinking  is  that  this  is  a  major  causal  factor  in  slow  emergence  of  critical  tech- 
nologies. I'm  reminded  of  the  inventor  who  chased  me  and  almost  picketed  me  for 
failure  to  back  his  25-year,  multi-million  dollar  silicon  engine  project,  despite  my 
demurrer  that  I'd  be  dead  by  the  time  the  engine  might  or  might  not  work,  and  that 
I  had  to  "bring  home  the  bacon"  sooner  than  that  for  our  investors  and  for  us. 

I  am  testifying  here  today  president-elect  of  the  National  Venture  Capital  Asso- 
ciation (NVCA),  and  as  chairman  of  SBAs  Investment  Advisory  Council  (lAC),  ap- 
pointed in  1991  to  review  defects  in  the  program  and  to  make  recommendations  to 
improve  its  suitability  for  making  precisely  the  kind  of  equity  (not  debt)  financing 
that  are  essential  to  high  growth,  high  tech  companies. 

There's  irony  here.  Through  efforts  of  the  lAC  and  its  counterpart  in  the  House, 
that  effort  produced  modified  financial  structure,  an  equity  security  for  SBICs,  that 
is  virtually  waiting  for  funding  to  dramatically  increase  the  SBICs  already  consider- 
able contribution  to  high  tech  company  growth. 

In  private  life,  I've  been  in  the  venture  capital  industry  for  almost  25  years.  I  am 
president  of  Patricof  &  Co.  Ventures,  with  about  $1.5  billion  under  management  in 
the  United  States  and  in  five  European  countries,  where  we  have  pioneered  risk 
capital  intermediation  for  growth,  most  recently  by  establishing  private  risk  funds 
in  Germany. 

SBICS  AND  CRITICAL  TECHNOLOGIES 

Both  empirical  and  anecdotal  evidence  support  the  view  that  SBICs 

•  have  backed  companies  based  on  critical  technologies; 

•  have  backed  them  at  a  generally  increasing  rate  over  time; 

•  have  leveraged  modest  government  funding  in  the  process  with  substantial- 
ly larger  amounts  of  private  capital. 

Evidence.  We  took  the  Critical  Technologies  list,  which  includes  specific  technol- 
ogies in  materials,  manufacturing,  information  and  communications,  biotechnology 
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and  life  sciences,  aeronautics  and  surface  transportation,  energy  and  environment. 
And  we  matched  it  with  SBIC  investments  (and  their  co-investments  with  private 
venture  firms)  for  the  period  1960  through  1992.  The  data  are  from  Venture  Eco- 
nomics, which  for  years  was  the  only,  and  a  reliable,  tabulator  of  investments  made 
by  SBICs  and  later  by  private  venture  capitalists.  Methodologically,  I  should  note 
that  the  industry  breakdowns  are  tabulated  using  not  Standard  Industrial  Classifi- 
cations (SIC  Codes),  which  tend  to  be  too  old  to  use  to  identify  emerging  technol- 
ogies, but  using  the  Venture  Economics  Industrial  Codes,  which  are  updated  regu- 
larly to  handle  differentiations,  for  example,  in  biotechnology  and  other  emergency 
areas. 

The  results  were  the  following:  (1)  In  the  aggregate,  SBICs  invested  $1.6  billion  in 
critical  technologies  over  the  period  and  brought  in  an  additional  $5.2  billion  of  non- 
SBIC  private  capital,  for  a  total  of  $6.8  billion. 

•  To  put  this  in  perspective,  the  total  is  some  ten  times  the  amount  of  gov- 
ernment debt  outstanding  in  the  program  today. 

•  The  leverage  factor  was  great  overall.  Each  SBIC  dollar  leveraged  $3.25  in 
additional  private  investment  capital. 

(2)  The  rate  of  investing  in  such  companies  increased  dramatically  over  time,  as 
follows: 


Period 


Number  of 
investments 


SBIC  dollars 


Non-SBIC  dollars 


1960-69 
1970-79 
1980-89 


246 

535 

2,439 


63.2  million 

190.9  million 

1,321.4  million 


12.9  million 

198.9  million 

4,825.5  million 


•  In  other  words,  over  the  most  recent  decade  of  the  program,  some  $6  billion 
was  invested  in  critical  technologies,  a  dramatic  increase  from  the  $76  million 
in  the  program's  first  decade. 

•  Additionally,  one  should  note  that  many  of  the  most  established  private, 
non-SBIC  venture  firms,  such  as  my  own,  "cut  their  teeth"  on  SBICs.  We  all 
still  deploy  substantial  amounts  of  our  capital  toward  the  extremely  high 
growth  and  returns  to  be  deprived  from  new  technologies.  This  industry  com- 
prises a  highly  efficient,  seasoned  infrastructure  for  ferreting  out  technologies 
that  may  work,  are  well-managed,  and  merit  financing. 

(3)  The  average  deal  size  increased  over  the  same  period  from  $309,000  to  $2.5  mil- 
lion. 

(4)  The  aggregate  industry  breakdown  for  the  period  (not  time-phased  for  early/ 
later  years)  was  the  following: 


Industry 


Percent 


Biotech 

Communications... 
Computer  related.. 
Consumer  related . 

Energy 

Industrial  tech 

Medical  health 

Other  electronics.. 
Other  tech 


2.3 

27.8 

29.0 

0.4 

0.5 

11.4 

9.6 

8.0 

11.0 


Total . 


100.0 
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(5)  For  the  3  years  following  the  investment  history  outlined  in  No.  2,  before  you 
get  too  excited  about  the  trend  of  investing  this  implies,  these  three  most  recent 
years  showed  a  dramatic  downturn  in  investments — not  only  in  technology  but  in 
all  industries. 

The  "stub  period"  of  1990  through  1992  evidenced  a  low  investment  rate  in  tech- 
nology in  both  SBIC  and  non-SBIC— $200  million  in  the  aggregate.  This  reflects  a 
profound  cyclical  downturn  industrywide,  as  well  as  the  structural  problems  within 
the  SBIC  industry  addressed  by  the  new  legislation.  Recent  evidence  indicates  that 
investment  activity  is  picking  up  in  1993,  as  cited  in  Udayan  Gupta's  June  1,  article 
in  the  Wall  Street  Journal. 

(6)  Cyclicality  in  investment  is  directly  related  to  cycles  in  fund  raising.  Simply 
put,  if  less  money  is  raised  from  investors,  there  is  less  to  invest  in  growing  compa- 
nies. In  the  venture  capital  business,  institutional  fund  managers,  of  which  Patricof 
&  Co.  Ventures  is  one,  raised  $1  billion  per  year  over  the  past  2  years.  This  is  down 
dramatically  from  the  $4  billion  raised  in  1987  alone.  Less  capital  raised  means  less 
to  invest  in  growing  companies. 

One  of  the  strongest  points  for  the  use  of  the  new  SBIC  participating  security  is 
the  expected  boost  it  will  give  to  offset  the  troughs  in  the  investment  cycle. 

Mr.  Chairman,  the  record  is  reasonably  clear.  The  SBICs  alone  have  invested 
almost  20  percent  of  all  the  funds  ever  used  in  the  program,  public  and  private,  in 
today's  "critical  technology"  companies,  perhaps  by  prescience.  They  also  backed 
others  not  included  in  today's  list. 

Most  notable,  the  SBICs  acted  with  a  financial  handicap  all  this  time,  using  cur- 
rent pay  debentures  to  back  early-stage  capital  consuming  technology-based  compa- 
nies. The  new  structure  (participating  preferred)  is  liberating  to  SBICs  bent  on 
taking  technology  risk  for  growth — if  it  is  funded  adequately. 

You've  heard  the  anecdotal  information  before.  The  lAC  report  submitted  to  your 
Committee  cited  several  outstanding  technology  companies  back  by  SBICs,  among 
them:  Cray  Research,  Apple  Computer,  Intel,  Cellular  Communications,  Compaq, 
and  Symbol  Technologies. 

The  new  SBIC  program  is  an  eagerly-awaited  tool  for  seasoned  private  venture 
managers,  with  their  own  funds  at  risk  beneath  the  government,  to  accelerate  the 
pace  of  such  investment. 

OTHER  ISSUES 

Let  me  briefly  touch  on  three  issues  relating  to  the  financing  of  evolving  technol- 
ogies, critical  or  otherwise.  .      ,     ■      r 

First,  investors  indeed  are  cautious  in  putting  money  behind  new  technologies  for 
the  simple  reason  that  such  situations  present  extraordinary  risk  of  loss  of  capital. 
The  central  risks  include 

•  Technology  risk:  It  may  not  work. 

•  Market  risk:  A  product  may  not  be  developed  that  can  be  made  in  a  time, 
in  a  configuration  and  at  a  price  acceptable  to  end  users. 

•  Competitive  risk:  Technologies  change  rapidly  and  products  can  be  obso- 
lesced  before  they're  completed. 

•  Regulatory  risk:  Involving  multiple  rounds  of  financing  from  multiple 
sources  are  required  to  exploit  a  technology  through  uncertain  testing  and  ap- 
proval periods. 

•  Managerial  risk:  The  overwhelming  risk,  where  entrepreneurs  can  prove 
inept,  unlucky  or  they  simply  tire  out  before  the  course  is  run. 

On  the  other  hand,  early-stage  technology-based  companies  offer  potentially  ex- 
traordinary returns,  so  they  do  get  financed,  very  selectively.  To  spread  risk,  most 
venture  investors,  including  SBIC  managers,  diversify  risks  across  their  portfolios: 
winners  can  offset  losers.  And  they  stage  their  investments,  putting  the  smallest 
amount  of  capital  required  in  at  each  stage  to  wash  out  the  next  level  of  risk. 

Second  point,  there  is  always  vastly  more  technology  around  in  the  United  States 
than  can  be  financed  effectively.  High  growth  companies  may  be  based  on  intellec- 
tual know-how  in  the  technological  realm,  but  their  competitive  edge  ultimately  is 
always  in  the  transformational  managers— the  entrepreneurs— who  can  take  the 
know-how  and  in  a  timely  fashion  bring  it  cost-effectively  into  the  commercial  light 
of  day.  The  managerial  shortage  is  far  more  profound  than  either  the  technological 
or  the  capital  shortage.  ,      v  i     4.v, 

Third,  you  asked  about  size  of  company,  measured  in  net  worth,  that  marks  the 
determinant  as  to  when  a  company  can/cannot  secure  financing  to  develop  new 
technologies.  In  general,  it  can  be  said  that  middle-market  and  mature  companies 
are  not  candidates  for  venture  capital  based  on  a  technology  play,  because  the  high 
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returns  aren't  there  (I'd  include  companies  with  $25  million  in  revenues  as  the  low 
end  of  the  middle  market.)  Such  companies  may  be  solid  venture  investments  for 
other  reasons — the  terms  of  purchase  are  favorable,  to  open  new  markets,  as  an 
arena,  for  energized  management  that  can  instill  new  growth,  and  so  forth.  But  the 
explosive  growth  and  extraordinary  returns  in  the  technology  sector  have  come 
from  pure  plays  in  highly  imperfect,  if  not  heretofore  non-existent  markets,  where 
investors  start  from  a  small  capital  base  and  early  losses,  then  create  large  new 
value  rapidly. 

The  SBIC  size  standards— the  old  standard  of  $6  million  in  net  worth  and  $2  mil- 
lion in  average  earnings  and  the  new  inflation-adjusted  standard  of  $18  million  and 
$6  million,  respectively,  have  posed  no  problem  in  general  to  investors  in  the  emerg- 
ing technology  sector.  These  companies  operate  in  the  red  (losses)  in  their  early 
years.  For  that  reason,  they  are  neither  bankable  nor  financeable  by  institutions  or 
individuals  unprepared  for  total  risk  of  loss.  They  rarely  exceed  the  net  worth  or 
the  profitability  measures. 

The  beauty  of  the  SBIC  program  is  that  it  assists  such  companies  when  their  fi- 
nancing needs  are  toughest,  where  even  family  and  friends  have  to  pitch  in  with 
funds.  And,  as  a  public  policy  matter,  it  is  at  the  time  that  the  success  of  the  compa- 
ny, if  achieved,  can  produce  the  highest  rates  of  pay-off  in  new  jobs,  new  wealth, 
and  new  competitiveness. 

Middle  market  and  larger  companies,  by  contrast,  must  be  assumed  to  have 
achieved  adulthood  and  sustained  profitability,  which  vastly  expands  these  compa- 
nies' financing  alternatives  from  conventional  sources,  including  from  internal  cash 
flow,  for  financing  their  new  directions. 

In  fact,  in  size  terms,  I  can't  conceive  of  a  rationale  for  putting  government  funds 
to  work  to  back  technologies  to  be  developed  within  mature  companies  with  financ- 
ing options  that  should  be  available  to  them  based  on  their  existing  balance  sheets 
and  profitability  profiles. 

CONCLUSION 

Summing  up,  SBICs  demonstrably  have  financed  "critical,"  as  well  as  other  tech- 
nologies. The  new  participating  preferred  instrument  will  be  a  great  enabler  to 
permit  them  to  do  more  without  undue  financial  risk  and  without  violating  their 
principles  of  diversification.  Early  industry  interest  in  the  program  and  willingness 
to  commit  private  capital  appears  to  be  great,  as  Mr.  Parsons  of  NASBIC  testified  to 
the  Committee  recently.  We  would  urge  you  not  to  try  to  re-invent  the  wheel  by 
creating  a  new  risk  investment  approach.  Rather,  we  suggest  that  you  move  rapidly 
to  use  the  tried  and  true  risk  capital  investment  infrastructure  available  in  the 
SBICs,  with  the  new  instrument,  to  expand  the  investment  rate  quickly  and  effi- 
ciently. 

The  Chairman.  Mr.  Parsons. 

STATEMENT  OF  JAMES  A.  PARSONS,  CHAIRMAN,  NATIONAL 
ASSOCIATION  OF  SMALL  BUSINESS  INVESTMENT  COMPANIES 

Mr.  Parsons.  Mr.  Chairman,  I  appreciate  the  opportunity  to  tes- 
tify on  the  important  role  that  SBICs  play  in  financing  the  develop- 
ment of  high  technology  and  the  serious  questions  raised  by  the 
technology  investment  provisions  of  S.  4. 

I  am  testifying  today  in  my  capacity  as  chairman  of  the  National 
Association  of  Small  Business  Investment  Companies  which,  as  you 
know,  is  the  trade  association  for  the  SBIC  industry.  In  my  profes- 
sional life  I  am  general  partner  of  RFE  investment  partners,  a  ven- 
ture capital  firm  located  in  New  Canaan,  Connecticut.  We  manage 
several  venture  funds,  including  an  SBIC  with  $10  million  in  pri- 
vate capital  which  was  licensed  in  1980.  In  that  portfolio,  similar  to 
the  national  average,  is  included  roughly  20  to  30  percent  of  the 
companies  have  been  high  technology,  primarily  computer,  hard- 
ware, and  software  systems  kinds  of  business,  and  the  remainder  is 
nontechnology,  basic  manufacturing  types  of  businesses. 
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In  the  interests  of  time,  the  text  of  my  complete  statement  has 
been  submitted  for  the  record,  and  I  will  just  cover  a  few  major 
points  in  my  verbal  testimony. 

Mr.  Chairman,  let  me  get  right  to  the  point.  Our  industry  be- 
lieves very  strongly  that  placing  the  administration's  new  invest- 
ment technology  program  in  S.  4.  in  the  Commerce  Department  is 
a  major  mistake.  Instead,  this  new  program  should  be  managed  by 
SB  A  in  conjunction  with  the  currently  existing  SBIC  program. 

We  have  reached  this  conclusion,  as  you  have  and  many  others, 
and  really,  everyone  else  that  has  talked  today,  for  several  reasons, 
many  of  which  have  been  discussed.  The  first  is  that  SBICs  have 
the  experience  to  select  and  fund  high  technology  companies  that 
will  create  the  critically  important  products  of  the  future.  Bottom 
line,  SBICs  have  made  significant  investments  in  new  technologies 
through  the  current  SBIC  program. 

Second,  SBA  currently  has  the  experienced  staff  and  organiza- 
tion in  place  to  administer  this  proposed  program  and  effectively 
deploy  funds  to  be  allocated  to  a  new  CTIC  program. 

Third,  SBICs  have  been  highly  successful  in  creating  jobs. 

Fourth,  SBIC  investments  have  generated  substantial  new  tax 
revenues. 

Fifth,  the  newly  restructured  SBIC  program  that  Pat  just  talked 
about  will  materially  increase  SBIC  investments  in  technology 
companies,  for  all  the  reasons  that  have  been  talked  about  today. 

And,  sixth,  creation  of  a  duplicate  investment  program  in  the 
Commerce  Department  is  simply  wasteful  and  inefficient. 

A  few  comments  on  SBIC  investments  in  technology.  The  SBIC 
programs  track  record  in  providing  this  long-term  patient  capital, 
as  has  been  talked  about  today,  is  really  impressive.  On  the  aver- 
age, over  the  past  5  years,  20  percent,  roughly,  of  all  SBIC  invest- 
ments have  been  in  areas  that  the  Federal  Government  is  now  call- 
ing national  critical  technologies. 

The  Chairman.  Now,  wait  just  a  minute,  Mr.  Parsons,  on  that 
point.  Did  you  say  20  percent? 

Mr.  Parsons.  Roughly  20  percent,  that  is  right. 

The  Chairman.  In  critical  technologies? 

Mr.  Parsons.  In  the  areas  as  Pat  described,  the  SIC  codes,  et 
cetera.  The  areas  that  the  Federal  Government  is  currently  calling 
critical  technologies.  Roughly  20  percent  of  what  SBICs  have  in- 
vested is  covered  in  those  same  SIC  codes. 

The  Chairman.  I  just  handed  my  staff  a  note  before  I  interrupt- 
ed you  asking  what  the  definition  of  critical  technology  was.  They 
handed  me  a  note  back  saying  it  is  a  list  created  by  the  Commerce 
Department. 

So  there  is  no  magic  definition. 

Mr.  Parsons.  It  is  whatever  the  Commerce  Department  deter- 
mines at  the  time  is  the  national  critical  technologies,  which  can 
change  over  time. 

The  Chairman.  Go  ahead. 

Mr.  Parsons.  Companies  described  by  Jeff  Walker  and  Harvey 
Wertheim  are  excellent  examples  of  how  the  SBIC  program  has 
provided  patient  capital  to  higher  risk  technology  companies. 

To  emphasize  this  point,  I  have  also  submitted  three  additional 
items  with  my  testimony.  The  first  is  a  letter  from  John  Whaley 
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who  is  a  partner  in  Northwest  Venture  Partners,  an  SBIC  located 
in  Minneapolis.  Over  two-thirds  of  their  $300  million  in  SBIC  in- 
vestments over  the  past  30  years  have  been  in  high  technology  in- 
dustries, and  their  investments  were  crucial  to  the  survival  and  de- 
velopment of  these  high  tech  companies. 

His  letter  describes  eight  specific  investments  of  their  SBIC  that 
the  SBIC  has  made  in  outstanding  technology  based  small  compa- 
nies in  such  fields  as  biotechnology,  nuclear  waste,  technological 
medical  products,  satellite  rockets,  and  computers.  As  the  facts  in- 
dicate, these  investments  have  produced  enormous  benefits  to  the 
economy  in  terms  of  both  technological  advances  and  employment. 

The  second  item  I  have  submitted  is  a  short  list  of  some  10  high 
tech  companies  in  which  SBICs  have  made  investments  that  have 
become  star  performers  in  their  field.  These  companies  are  engaged 
in  a  series  of  different  technologies  such  as  fiber  optics,  integrated 
circuits,  biotechnology,  satellite  transmissions,  and  supercom- 
puters, and  they  include  such  leading  companies  as  Intel,  Compaq 
computer.  Symbol  Technologies  which  Mr.  Wertheim  referred  to, 
and  Apple  Computer. 

The  third  item  is  a  list  drawn  from  a  compilation  of  investments 
made  by  a  small  group  of  SBICs  that  we  put  together  in  1991.  We 
had  a  national  association  annual  meeting  where  we  asked  people 
to  list  companies  in  their  portfolio  as  a  way  of  sharing  deals  and 
helping  those  companies  get  funding.  Just  from  that  list,  a  list  of 
65  small  companies  were  generated  engaged  in  a  wide  spectrum  of 
advanced  technologies,  and  we  have  included  the  list  of  those  com- 
panies and  the  areas  that  they  operate  in  just  to  give  you  a  feel  for 
the  broad  spectrum  of  technologies  involved.  I  think  these  materi- 
als give  the  Committee  more  solid  evidence  that  SBICs  have  been  a 
substantial  player  in  making  investments  in  high-risk  technology 
ventures. 

On  the  job  creation  front,  SBIC  investments  in  small  growth 
companies  have  been  a  major  factor  in  job  creation.  During  the 
past  3  decades  SBICs  have  invested  over  $9  billion  in  more  than 
83,000  small  businesses,  and  we  have  recently  completed  a  study  of 
the  job  creation  impact  of  these  investment.  It  is  really  compelling, 
and  I  have  attached  that  to  the  report.  We  think  that  there  are 
roughly  over  500,000  jobs  have  been  created,  new  jobs,  have  been 
created  from  the  SBIC  program,  and  frankly,  I  think  that  we  are 
being  conservative. 

Also,  in  the  study  you  will  see  that  the  actual  government's  cost 
of  creating  a  new  permanent  job  through  the  SBIC  program  his- 
torically has  been  roughly  $875. 

In  terms  of  tax  revenues,  SBIC  investments  have  produced  sub- 
stantial new  tax  revenues  for  the  Federal  Government.  I  have  en- 
closed for  the  record  a  compilation  on  25  of  the  leading  SBIC  in- 
vestments. As  the  listing  indicates,  these  companies  alone  have 
produced  over  $4  billion  in  new  tax  income,  and  this  amount  of 
Federal  income  far  exceeds  all  of  the  losses  in  the  program  over  its 
35-year  period.  Clearly,  the  SBIC  program  has  been  a  win-win  in- 
vestment for  the  government. 

Mr.  Chairman,  another  key  factor  that  argues  for  managing  the 
proposed  program  within  the  existing  SBIC  program,  and  it  was  re- 
ferred to  by  Ms.  Cloherty,  is  the  fact  that  the  legislation  proposes  a 
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funding  process  that  duplicates  the  funding  mechanisms  contained 
in  last  year's  SBIC  legislation.  Setting  up  a  new  mirror  image  in- 
vestment program  in  the  Commerce  Department  is  simply  a  formu- 
la for  the  creation  of  wasteful  and  inefficient  duplication,  as  you 
said  in  your  opening  remarks. 

SBA  already  has  the  organization  and  staff  to  manage  the  invest- 
ment program.  We  do  not  understand  why  it  makes  sense  to  create 
a  duplicative  program  that  will  involve  the  expenditure  of  millions 
of  additional  dollars.  It  really  seems  incredible  to  me  that  at  the 
time  the  administration  is  proposing  to  "reinvent"  government  to 
be  more  efficient  and  effective,  we  are  wrestling  with  serious 
budget  shortfalls,  pending  tax  increases,  and  scarce  Federal  re- 
sources, that  Congress  would  pass  this  kind  of  legislation — costly, 
inefficient,  duplication-type  of  legislation. 

In  conclusion,  Mr.  Chairman,  the  SBIC  industry  strongly  believes 
that  the  creation  of  a  duplicate  investment  program  in  the  Com- 
merce Department  is,  at  worst,  a  classic  example  of  the  typical 
games  that  makes  the  average  American  voter  angry  with  Wash- 
ington, and  at  best,  a  horrible  example  of  how  the  Federal  Govern- 
ment can  create  overlapping  and  duplicate  programs. 

As  a  taxpayer,  I  am  appalled  at  the  potential  waste  of  scarce  tax- 
payer dollars  that  would  be  involved  if  this  proposal  becomes  a  re- 
ality. As  a  business  person,  I  am  very  discouraged  that  Congress 
might  actually  create  such  wasteful  and  inefficient  duplication. 

As  chairman  of  the  SBIC  Industry  Association,  I  am  very  con- 
cerned about  the  confusion  this  duplicate  program  would  cause  in 
the  capital  markets,  not  only  for  fundraising,  but  also  it  would 
create — it  would  take  away  from  the  discipline,  as  Ms.  Cloherty 
talked  about,  in  rewarding  the  people  that  really  invest  in  and 
create  successful  companies. 

Consequently,  we  strongly  urge  you  to  convince  the  full  Senate 
to  support  your  amendment  to  S.  4. 

Mr.  Chairman,  thank  you  for  the  opportunity  to  testify,  and  I 
would  be  pleased  to  answer  any  questions. 

[The  prepared  statement  of  Mr.  Parsons  follows:] 

Prepared  Statement  of  James  A.  Parsons 

Mr.  Chairman  and  Members  of  the  Committee:  I  appreciate  the  opportunity  to 
testify  today  on  the  important  role  SBICs  play  in  financing  the  development  of  high 
technology,  and  the  serious  questions  raised  by  the  technology  investment  provi- 
sions of  S.  4.  ... 

I  am  testifying  today  in  my  capacity  as  chairman  of  the  National  Association  of 
Small  Business  Investment  Companies  (NASBIC),  which  is  the  national  trade  asso- 
ciation for  the  SBIC  industry. 

In  my  professional  life,  I  am  a  general  partner  of  RFE  Investment  Partners,  a 
venture  capital  firm  located  in  New  Canaan,  CT.  RFE  manages  several  venture 
funds,  including  an  SBIC  with  $10  million  of  private  capital  which  was  licensed  in 
1980.  ^     .       ,  „ 

In  the  interest  of  time,  a  text  of  my  complete  statement  has  been  submitted  tor 
the  record,  and  I  will  cover  only  the  major  points  in  my  verbal  testimony. 

the  major  issue 

Let  me  get  right  to  the  heart  of  the  matter. 

Section  324  of  S.  4  proposes  to  create  a  new  federally-supported  "Critical  Technol- 
ogy Investment  Program"  under  which  the  Commerce  Department  would  license, 
regulate  and  fund  privately  managed  investment  companies  that  would  invest  in 
businesses  engaged  in  the  development  of  new  technologies. 
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We  believe  very  strongly  that  placing  the  administration  of  this  new  technology 
investment  program  in  the  Commerce  Department  is  a  major  mistake. 

Instead,  this  new  program  should  be  managed  by  SB  A  in  conjunction  with  the 
currently  existing  SBIC  program.  We've  reached  this  conclusion  for  several  reasons. 
I'll  elaborate  on  each,  but  let  me  summarize  them  briefly: 

1.  SBICs  have  made  significant  investments  in  new  technologies,  and  they 
have  the  experience  to  select  and  fund  high  technology  companies  that  will 
create  the  critically  important  products  of  the  future. 

2.  SBA  currently  has  the  experienced  staff  and  organization  in  place  to  ad- 
minister this  proposed  program  and  to  effectively  deploy  funds  to  be  allocated 
to  this  new  CTIC  program. 

3.  SBICs  have  been  highly  successful  at  creating  jobs. 

4.  SBIC  investments  have  generated  substantial  new  tax  revenues. 

5.  The  newly  re-structured  SBIC  program  will  materially  increase  SBIC  in- 
vestments in  technology,  and 

6.  Creation  of  a  duplicate  investment  program  in  Commerce  is  wasteful  and 
inefficient. 

SBIC  INVESTMENTS  IN  TECHNOLOGY 

The  experience  of  our  industry  tells  me  that  a  significant  majority  of  innovative 
breakthroughs  in  high-technology  are  developed  by  small  growth  firms,  not  big  busi- 
ness. These  are  the  entrepreneurs  that  can  move  quickly  to  develop  new  products 
and  exploit  market  niches  far  faster  than  large  companies  that  are  burdened  by  bu- 
reaucracy and  layers  of  management. 

The  SBIC  industry's  track  record  in  providing  long-term  patient  capital  for  these 
innovative  growth  companies  is  impressive,  even  without  special  incentives  to  invest 
in  high-tech  industries.  On  average  over  the  past  5  years,  some  20  percent  of  all 
SBIC  invested  dollars  and  23  percent  of  the  number  of  SBIC  investments  have  been 
in  the  categories  defined  by  the  Federal  Government  as  "national  critical  technol- 
ogies." 

The  companies  described  by  Jeff  Walker  and  Harvey  Wertheim  are  excellent  ex- 
amples of  how  the  SBIC  program  has  provided  patient  capital  to  higher  risk  tech- 
nology ventures. 

To  emphasize  this  point,  I've  also  submitted  three  additional  items  with  my  testi- 
mony. 

The  first  is  a  letter  from  John  Whaley,  who  is  a  partner  in  Norwest  Venture  Part- 
ners, an  SBIC  located  in  Minneapolis,  MN.  As  John's  letter  points  out,  over  two- 
thirds  of  their  SBICs  investments  over  the  past  30  years  have  been  in  high  technolo- 
gy industries,  and  their  investments  were  crucial  to  the  high-tech  companies  surviv- 
al and  development.  His  letter  describes  8  specific  investments  their  SBIC  has  made 
in  outstanding  technology-based  small  businesses  in  such  fields  as  biotechnology,  nu- 
clear waste,  technological  medical  products,  satellite  rockets  and  computers.  As  the 
facts  indicate,  these  investments  have  produced  enormous  benefits  to  the  economy 
in  terms  of  both  technological  advances  and  employment. 

The  second  is  a  short-list  of  some  15  high-tech  companies  in  which  SBICs  have 
made  investments  that  have  become  star  performers  in  their  fields.  These  compa- 
nies are  engaged  in  a  series  of  different  technologies  such  as  fiber  optics,  integrated 
circuits,  biotechnology,  satellite  transmissions  and  super  computers.  And,  they  in- 
clude such  leading  companies  as  Intel  Corp.,  Compaq  Computer  Corp.,  Symbol  Tech- 
nologies, Inc.,  Orbital  Sciences  Corp.  and  Apple  Computer. 

The  third  item  is  a  list  drawn  from  a  compilation  of  investments  made  by  a  small 
group  of  SBICs  that  we  put  together  in  1991  for  totally  different  reasons.  This  list- 
ing includes  SBIC  investments  in  65  small  companies  engaged  in  a  wide  spectrum  of 
advanced  technologies,  and  should  provide  the  Committee  with  a  feel  for  the  broad 
scope  and  diversity  of  technology  investments  that  SBICs  make. 

In  summary,  these  materials  will  give  the  Committee  solid  evidence  that  SBICs 
have  been  substantial  players  in  making  investments  in  high  risk  technology  ven- 
tures. 

SBA  DELIVERY  SYSTEM  IN  PLACE 

SBA  currently  has  a  fully-staffed  delivery  system  in  place  to  manage  and  fund  the 
proposed  new  CTIC  program. 

The  Investment  Division  of  SBA  is  dedicated  exclusively  to  the  SBIC  program  and 
has  35  years  experience  in  managing  the  various  functions  involved  in  the  program. 
This  is  a  highly  complicated  process  which  includes  the  licensing,  funding,  examina- 
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tion  and  regulation  of  participating  companies;  and,  when  necessary,  enforcement 
actions  and  liquidation  of  assets. 

SBA's  Investment  Division  has  a  staffing  contingent  of  93  trained  individuals  with 
experience  in  licensing  standards,  investment  policies,  financial  and  portfolio  analy- 
sis, funding,  and  regulatory  examinations;  backed  up  by  experienced  legal,  adminis- 
trative, operations  and  other  specialized  support  personnel. 

In  addition,  SBA  has  recently  developed  a  very  efficient  funding  system  for  the 
SBIC  industry  through  the  public  sale  of  guaranteed  SBIC  securities  in  the  capital 
markets,  utilizing  the  expertise  of  the  investment  banking  community.  Over  the 
past  7  years  this  system  has  very  effectively  provided  over  $650  million  in  funding 
for  the  SBIC  industry. 

It  seems  only  logical  that  the  government  should  use  this  currently  existing,  effi- 
cient system  to  manage  the  new  CTIC  program.  The  exercise  of  re-creating  and 
staffing  a  costly,  duplicate  operation  with  no  experience  in  the  Commerce  Depart- 
ment to  manage  the  same  function  makes  no  sense. 

JOB  CREATION 

SBIC  investments  in  small  growth  companies  have  also  been  a  major  factor  in  the 
job  creation  process,  and  many  of  these  new  jobs  have  been  created  in  high  technol- 
ogy industries. 

Over  the  past  3  decades  SBICs  have  invested  $9.1  billion  in  over  83,300  small  busi- 
nesses, and  we  have  recently  completed  a  study  of  the  job  creation  impact  of  these 
investments. 

The  findings  are  quite  striking.  In  summary,  SBIC  investments  have  produced  an 
outstanding  record  of  cost-efficient  job  creation: 

•  One  new  job  is  created  for  every  SBIC  investment  of  $17,000. 

•  The  government's  portion  of  that  investment  is  $6,500. 

•  The  government's  actual  cost  to  create  a  new  job,  based  on  the  historical 
subsidy  rate  for  the  SBIC  program,  is  only  $875. 

I  have  enclosed  a  copy  of  our  study  on  job  creation  for  the  record. 

NEW  TAX  REVENUES 

SBIC  investments  have  also  produced  substantial  new  tax  revenues  for  the  Feder- 
al Government.  While  we  do  not  have  a  tally  of  the  total  new  tax  income  produced 
by  the  program,  we  have  assembled  data  that  more  than  tells  the  story. 

I  have  enclosed  for  the  record  a  compilation  of  information  on  25  of  the  leading 
SBIC  investments.  As  this  listing  indicates,  these  companies  alone  have  produced 
over  $4.0  billion  in  new  tax  revenues  for  the  Federal  Government.  This  amount  of 
federal  income  far  exceeds  all  of  the  losses  the  program  has  incurred  over  its  35- 
year  history. 

Clearly,  the  SBIC  program  has  been  a  win-win  investment  for  the  government. 

THE  NEWLY  RE-STRUCTURED  SBIC  PROGRAM 

Mr.  Chairman,  another  key  factor  that  argues  for  managing  the  CTIC  program 
with  the  existing  SBIC  program  is  the  new  legislation  passed  by  Congress  last  year. 

As  you  and  Members  of  this  Committee  know,  the  Small  Business  Equity  En- 
hancement Act  of  1992  made  significant  changes  to  re-structure  and  improve  the 
SBIC  program. 

I  won't  go  into  the  details  of  those  changes,  except  to  say  that  the  new  SBIC  pro- 
gram is  now  a  much  more  attractive  vehicle  for  venture  investing  and  will  auto- 
matically encourage  greater  investment  in  early  stage  high  technology  companies. 

With  the  regulations  governing  this  exciting  new  program  nearly  complete,  liter- 
ally hundreds  of  highly  qualified  groups  are  considering  the  formation  of  new  SBICs 
and  numerous  institutional  and  other  private  investors  are  poised  to  invest  multiple 
millions  of  dollars  into  the  program. 

The  re-structured  SBIC  program  will  be  a  very  important  source  of  long-term  cap- 
ital for  small,  emerging  technology  companies.  The  program  has  been  redesigned  to 
provide  exactly  the  kind  of  capital  technology  companies  need — patient  capital  in 
the  form  of  equity  investments. 

The  new  program  will  re-direct  patient  capital  to  start-ups  and  companies  devel- 
oping new  technologies.  When  this  development  is  coupled  with  the  pending  in- 
crease in  the  size  standard  for  qualified  SBIC  investments,  the  new  program  should 
significantly  increase  the  overall  percentage  of  SBIC  investments  in  a  variety  of 
technology  based  industries. 
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COUNTER-PRODUCTIVE  DUPLICATION  AND  WASTE 

In  addition  to  the  programmatic  arguments  for  melding  the  proposed  "Critical 
Technology  Investment  Companies"  into  the  existing  SBIC  program,  there  are  also 
some  compelling  common  sense  arguments. 

It  seems  obvious  to  us  that  the  process  of  setting  up  a  new,  mirror-image  invest- 
ment program  in  the  Commerce  Department  is  simply  a  formula  for  the  creation  of 
wasteful  and  inefficient  duplication  at  the  expense  of  the  taxpayers.  SBA  already 
has  the  organization,  staff  and  system  in  place  to  manage  the  investment  program. 
Why  create  a  duplicative  system  that  will  involve  the  expenditure  of  millions  of  ad- 
ditional tax  dollars? 

It  seems  incredulous  that  at  the  very  time  the  Administration  is  proposing  to  "re- 
invent" government  to  be  more  efficient  and  effective,  and  we're  wrestling  with  se- 
rious budget  shortfalls,  pending  tax  increases  and  scarce  federal  resources.  Congress 
would  pass  costly,  inefficient  legislation  which  duplicates  an  existing  program. 

BUMPERS-PRESSLER  AMENDMENT 

Consequently,  the  SBIC  industry  strongly  supports  the  proposal  by  Senators 
Bumpers  and  Pressler  to  amend  S.  4  and  merge  the  proposed  "Critical  Technology 
Investment  Program"  into  the  existing  SBIC  program  at  SBA. 

We  do  have  several  suggested  technical  changes  to  the  amendment  which  we  be- 
lieve would  improve  the  program.  They  are: 

1.  We  recommend  that  the  profit  participation  be  reduced  to  zero  for  the  new 
CTICs,  instead  of  50  percent  of  the  profit  rate  for  other  SBICs  as  proposed  by 
the  amendment.  We  believe  this  degree  of  incentive  is  necessary  to  offset  the 
added  concentration  of  risk  inherent  in  these  new  investment  companies  be- 
cause of  their  exclusive  dedication  to  technology  investments. 

2.  We  believe  the  new  CTICs  should  all  be  "for  profit"  investment  companies. 
The  amendment  would  allow  a  CTIC  to  be  formed  as  a  "non-profit"  entity.  We 
believe  this  language  was  inadvertently  taken  from  the  authorizing  language 
for  Specialized  SBICs,  but  is  not  applicable  to  the  new  CTICs. 

3.  Rather  than  creating  a  whole  new  class  of  specialized  technology  invest- 
ment companies,  we  would  prefer  the  provision  of  an  incentive  for  all  SBICs  to 
make  technology  investments.  We  believe  this  approach  has  the  added  value  of 
maximizing  the  impact  on  technology  investments  through  the  participation  of 
more  SBICs.  It  also  would  reduce  the  risk  for  the  investment  companies  and  the 
government  caused  by  forcing  these  new  investment  companies  to  narrowly  con- 
centrate their  investments  solely  in  high-risk  technology  areas. 

4.  Finally,  we  would  recommend  that  the  proposal  to  create  a  fund  to  make 
the  program  self-sustaining  in  Section  (g)  of  the  amendment  be  expanded  to 
cover  all  SBICs. 

CONCLUSION 

In  conclusion,  we  believe  the  creation  of  a  duplicate  investment  program  in  the 
Commerce  Department  is: 

•  At  worst,  a  classic  example  of  the  type  of  political  games  that  makes  the 
average  American  voter  angry  with  Washington. 

•  At  best,  a  horrible  example  of  how  the  Federal  Government  can  create 
overlapping  and  duplicative  programs. 

As  a  taxpayer,  I'm  appalled  at  the  potential  waste  of  scarce  taxpayer  dollars  that 
would  be  involved  if  this  proposal  becomes  a  reality. 

As  a  businessman,  I'm  very  discouraged  that  Congress  might  actually  create  such 
wasteful  and  inefficient  duplication. 

As  chairman  of  the  SBIC  industry  association,  I'm  very  concerned  about  the  con- 
fusion this  duplicate  program  would  cause  in  the  capital  markets,  and  the  negative 
impact  it  could  have  on  the  SBIC  program. 

Consequently,  we  strongly  urge  you  to  convince  the  full  Senate  to  support  your 
amendment  to  S.  4. 

I  will  be  pleased  to  answer  any  questions  the  Committee  may  have. 

Technology  Company  Investments  by  SBICs 

(SAMPLE  of  RECENT  INVESTMENTS) 

Advanced  Polymer  Systems,  Inc. — Develops  and  markets  polymer-based  delivery 
systems  for  the  controlled  release  of  active  ingredients  and  therapeutic  agents. 
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Agripro  Biosciences,  Inc. — Grain  crop  seed  hybridization  technology  based  upon  in- 
duction of  asexual  male  sterility. 

Alamo  Technology,  Inc. — Electronics  engineering  specializing  in  aerospace  and 
weapon  systems. 

Applied  Extrusion  Technologies,  Inc. — Manufacturer  of  specialty  polyethylene  and 
polypropylene  products. 

Applied  Intelligent  Systems — Designer  and  manufacturer  of  parallel  processors  for 
machine  vision  industry. 

Applied  Spectrum  Inc. — Manufacturer  and  marketer  of  telephone  security  and 
data/voice  multiplexers  and  other  telecommunications  equipment. 

Astro  Metallurgical — Manufacturer  of  fabricated  and  wire  products  made  of  tita- 
nium and  other  specialty  alloys. 

Automation  Intelligence,  Inc. — Designs  and  manufactures  computer-integrated 
manufacturing  systems  products,  including  applications  of  metal  chipforming,  nu- 
merical parts  control  software,  and  computer  control  systems. 

Benzing  Technologies,  Inc. — Develops,  manufactures  and  markets  semiconductor 
processing  equipment  based  on  innovative  applications  of  reactive  ionized  gas  tech- 
nology. 

Berkeley  Quartz  Labs. — Designs  and  manufactures  quartzware  for  the  semi-con- 
ductor industry. 

Biomune,  Inc. — Manufactures  and  markets  biological  vaccine  products  for  the 
animal  health  and  veterinary  industry. 

Blueline,  Inc. — Develops,  acquires,  markets  and  licenses  IBM  and  IBM  compatible 
mainframe  productivity  enhancement  software. 

Calera  Recognition  Systems — Develops  optical  character  recognition  systems 
which  scan,  recognize,  and  process  text  in  omni-font  character  recognition.  Applica- 
tions include  building  of  CD-ROM  data  bases,  image  management;  and  information 
archival  and  retrieval. 

Ceramic  Research — Manufactures  new,  state-of-the-art  composite  materials. 

Confidential — Manufacturer  of  high  quality  specialty  acrylics  for  medical,  aero- 
space, and  electronics  applications. 

Credence  Systems  Corporation — Manufacturer  of  application-specific  integrated 
circuits,  programmable  logic  devices,  and  micro  controllers  and  chip  sets. 

Data/Ware  Development — Produces  test  equipment  and  interfaces  for  input/ 
output  channels,  and  optical  disk  storage  systems  for  IBM  and  IBM  compatible 
mainframes. 

DET  Holdings  Corporation — Manufacturer  and  marketer  of  equipment  for  produc- 
ing compound  semiconductor  wafers. 

Dynaco  Corporation — Manufactures  advanced,  fine-line  flexible  printed  circuits. 

Electronic  Designs,  Inc. — Produces  high-density,  high-reliability  Static  Random 
Access  Memory  circuits. 

Emerging  Technology,  Inc. — Developer  and  marketer  of  word  processing  software 
for  microcomputers. 

Extrel  Corporation — Manufacturer  and  marketer  of  analytical  mass  spectrom- 
eters, which  measure  the  chemical  elements  and  compounds  in  substances,  and  spe- 
cialized high  performance  magnetic  and  surface  science  instrumentation. 

Flightline  Electronics — Designer  and  manufacturer  of  instruments  utilized  in  sub- 
marine detection,  guidance  and  airborne  testing  systems. 

Gilead  Sciences — Designer  and  manufacturer  of  a  new  class  of  human  therapeu- 
tics utilizing  a  technology  known  as  "genetic  code  blockers"  which  block  a  disease  at 
the  DNA  or  RNA  level.  Gilead's  development  program  is  focused  on  drugs  for 
cardio-vascular  disease,  viral  infections  and  cancer. 

Hancock  Software,  Inc. — Produces  system  utility  software  for  VAX/VMS  comput- 
ers. 

Infortext  Systems,  Inc. — Designs,  manufactures  and  markets  a  line  of  microproces- 
sor based  copies  control  call  accounting  and  telecommunications  management  sys- 
tems. 

Intec  Corp. — Manufactures  the  most  technologically  advanced  laser-based  inspec- 
tion and  process  control  systems  available  to  the  plastic,  steel,  paper  and  other  con- 
tinuous material  industries. 

IXYS  Corporation — Develops,  manufactures  and  markets  high  voltage  integrated 
circuits  for  the  power  conversion  and  motion  control  markets.  These  devices  com- 
bine digital  or  linear  logic  with  high  voltage  or  high  current  switching  capacity  in  a 
hybrid  or  monolithic  package. 

J-TEC  Associates,  Inc. — A  full  service  electronics  design  and  manufacturer  with 
capabilities  ranging  from  board  design  and  stuffing  to  the  design  and  manufacture 
of  integrated  circuitry. 
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LatroMed  Incorporated — Develops  systems  and  products  for  tissue  growth  stimula- 
tion through  electromagnetic  ion  migration. 

Membrex,  Inc. — Produces  high  performance  ultrafiltration  membranes. 

Micro  Linear  Corporation — Develops  linear  circuit  designs  that  combine  software 
tools  with  a  full  range  of  process  technologies  to  create  a  family  of  customized  linear 
and  linear/digital  LSI  products  for  systems  designers  in  such  fields  as  data  conver- 
sion, telecommunications  and  computer  peripherals.  Micro  Linear  also  provides 
custom  chip  development  and  manufacturing  for  the  semiconductor  industry. 

Micro-Precision  Tech,  Inc. — Designer  and  manufacturer  of  microelectronic  circuits 
and  products. 

Microdynamics,  Inc. — Specializes  in  microprocessor  based  production  design  tech- 
nology. 

MicroTouch  Systems,  Inc. — Manufactures  touch-sensitive  screens,  monitors  and 
peripheral  devices  for  personal  computers. 

Netcor,  Inc. — Manufacturer  of  online  connectivity  systems  which  interface  com- 
puter and  communications  products  in  enterprise  networks. 

Netlink,  Inc. — Manufacturer  and  distributor  of  SNA  data  communications  control- 
lers. 

Nonvolatile  Electronics,  Inc. — Produces  nonvolatile  memory  device  technology 
products. 

Norian  Corporation — Develops  bio  materials  such  as  unique  formulations  of  calci- 
um phosphate  minerals  to  be  used  as  therapeutic  bone  substitutes  in  orthopedic  and 
dental  applications. 

Numonics  Corporation — Manufacturer  and  marketer  of  electronic  and  electrome- 
chanical digitizers  and  plotters. 

Peak  Systems,  Inc. — Produces  rapid  thermal  (chemical  vapor)  processing  systems 
specifically  designed  for  the  high-volume  semiconductor  manufacturing  market  as 
semiconductor  geometries  shrink. 

Performance  Controls,  Inc. — Designs  and  manufactures  high-performance  electron- 
ic servo-amplifiers,  which  provide  precise  electrical  controls  used  in  aerospace,  de- 
fense, and  industrial  applications. 

Performance  Semiconductor  Corporation — Develops,  manufactures  and  markets 
high-performance  static  memories,  logic  and  microprocessor  components  for  the 
military,  computer  and  telecommunications  markets. 

Photometries,  Ltd. — Manufactures  high  resolution  CCDs,  cameras,  and  digital 
processing  systems  serving  the  scientific  and  medical  diagnostic  industries. 

Promega  Corporation — Manufactures  molecular  biological  and  probe/diagnostic 
products. 

Pulse  Engineering — Designs  and  produces  electronic  components,  including  pulse 
transformers,  delay  lines,  switcher  magnetics,  filters,  and  microcircuit  subassem- 
blies. 

Rocky  Mountain  Inst.  Co. — Manufacturer  of  high-tech  optical  components,  assem- 
blies, and  coatings. 

Rugged  Digital  Systems,  Inc. — Manufactures  reggedized  computers  for  use  under 
severe  environmental  conditions. 

S.I.  Tech — Manufacturer  and  marketer  of  fiber  optic  modems,  multiplexers,  and 
transmitters. 

Suprex  Corp. — Manufactures  supercritical  fluid  chromatography  and  extraction 
systems. 

SyQuest  Technology — Manufactures  removable  Winchester  hard  disk  drives  and 
cartridges. 

TA  Instruments,  Inc. — Developer,  designer  and  manufacturer  of  thermal  analysis 
instruments. 

Tartan  Laboratories,  Inc. — Designer  and  marketer  of  computer  compilers. 

Thermoscan,  Inc. — Developer,  manufacturer  and  distributor  of  patented  infrared 
tympanic  thermometers  for  measuring  human  body  temperature. 

Topometrix  Corporation — Manufactures  advanced  scanning  probe  microscopy  for 
commercial  and  scientific  applications. 

Traveling  Software,  Inc. — Designs  and  manufactures  laptop  computer  software, 
hardware  and  related  products. 

U.S.  Robotics,  Inc. — Manufactures  robotics  modems. 

Veeco  Instruments,  Inc. — Producer  of  a  broad  line  of  quality  control  test  instru- 
mentation for  applications  in  semiconductor  production,  aerospace  and  optics  manu- 
facturing, material  research  and  high  energy  physics. 

Vicom  Systems,  Inc. — Designs  and  produces  image  processing  equipment  and  sys- 
tems. 

Viewlogic  Systems,  Inc. — Develops  computer  aided  engineering  software. 
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Vivid  Technology,  Inc. — Manufactures  X-ray  security  systems  to  identify  plastic 
explosives  and  other  terrorist  devices. 

Voicetek  Corporation — Manufactures  interactive  voice  response  computer  hard- 
ware and  software. 

Voxel  Corporation — Produces  systems  for  holographic  medical  imaging  from  digi- 
tal data  output  of  CAT  and  MRI  scans. 

Wavetracer — Manufacturer  of  parallel  processing  super  computers. 

Xinix,  Inc. — Manufacturer  of  sensors  and  instruments  for  various  thin-film  proc- 
esses. 


Job  Creation  and  SBICs 

A  fundamental  precept  of  President  Clinton's  economic  recovery  program  is  in- 
vestment initiatives  to  create  jobs 

"...  the  only  way  to  lay  the  foundation  for  renewed  American  prosperity  is 
to  spur  investment.  New  investment  will  create  jobs,  putting  people  back  to 
work  today,  and  will  provide  the  productive  equipment  that  we  need  to  compete 
in  the  global  economy. 

President  William  J.  Clinton, 
A  Vision  of  Change  for  America, 

February  17,  1993. 

introduction 

Small  businesses  have  traditionally  been  the  engine  of  economic  growth.  These 
companies  comprise  over  95  percent  of  all  businesses  in  the  United  States.  Small 
Business  Investment  Companies  (SBICs)  provide  small  businesses  with  capital,  stra- 
tegic advice  and  management  assistance  in  order  to  enable  these  small  companies  to 
grow  and  to  enhance  their  likelihood  of  long  term  success. 

The  Small  Business  Investment  Company  program  was  established  in  1958  to  help 
fill  the  "equity  gap",  which  Congress  considered  a  serious  threat  to  the  vitality  of 
our  free  enterprise  economy.  This  program  created  a  partnership  between  the  Fed- 
eral Government  and  the  private  sector  to  substantially  improve  the  flow  of  long- 
term,  risk  capital  to  small  businesses. 

Under  the  program,  the  U.S.  Small  Business  Administration  (SBA)  licenses  pri- 
vate sector  corporations  and  partnerships  to  provide  financing  and  management  as- 
sistance to  small  businesses  in  the  U.S.  long  term  debt  guaranteed  by  SBA  (lever- 
age) is  made  available  to  SBICs  to  supplement  the  private  capital  they  raise,  in- 
creasing the  pool  of  funds  SBICs  can  invest  in  small  business.  An  SBICs  private 
capital  is  exposed  to  100  percent  of  any  potential  loss  prior  to  any  risk  of  loss  to  the 
federally  guaranteed  debt. 

The  SBIC  program  has  been  highly  successful  in  meeting  its  objective  of  stimulat- 
ing economic  growth  and  creating  jobs  over  the  past  3  decades.  This  growth  has 
been  accomplished  through  SBIC  investments  of  $9.1  billion  in  over  83,300  small 
business  concerns.  These  SBIC  financings  have  resulted  in  the  creation  of  a  substan- 
tial number  of  permanent  jobs  during  the  35  year  history  of  the  SBIC  program  at  a 
very  low  per  job  cost  to  the  Federal  Government. 

JOB  CREATION  BY  SMALL  BUSINESS 

Small  business  is  the  greatest  generator  of  new  jobs  in  the  United  States,  and 
SBIC-backed  companies  are  the  most  rapidly  growing  small  firms  in  this  sector  of 
the  economy. 

Historically,  the  number  of  new  jobs  created  by  small  businesses  significantly  ex- 
ceeds the  number  of  jobs  created  by  large  companies.  In  normal  business  cycles, 
small  business  creates  60-65  percent  of  all  the  new  jobs  created  in  the  economy.' 

Between  1987  and  1992,  with  the  downsizing  of  many  large  American  businesses, 
the  job  creation  performance  of  small  business  was  extraordinary.  During  this 
period  small  growth  firms  created  5.8  million  net  new  jobs,  while  big  business  lost  a 


'  The  State  of  Small  Business:  A  Report  of  the  President  (1986-90  editions).  Other  similar 
studies  include:  A  Federal  Trade  Commission  analysis  for  the  period  of  1969  through  1976,  show- 
ing no  new  net  jobs  were  created  by  the  Fortune  1,000  companies;  and  a  study  by  Massachusetts 
Institute  of  Technology  that  showed  of  5.6  million  companies  surveyed  two  thirds  of  the  net  new 
jobs  created  between  1969  and  1976  were  created  by  small,  growth  oriented  firms.  See  also.  The 
Facts  About  Small  Business,  SBA  (April,  1993). 
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net  of  over  2.3  million  jobs.  In  short,  over  the  last  6  years  small  business  created  all 
of  the  net  new  jobs  in  the  U.S.  economy.  ^ 

ACCELERATED  JOB  CREATION  BY  SBIC-BACKED  SMALL  BUSINESS 

Within  this  context,  SBIC-backed  small  businesses  have  even  greater,  proven  job 
creation  performance  than  small  businesses  generally.  A  Deloitte,  Haskins  and  Sells 
(Deloitte  &  Touche)  study  ^  concluded  that  companies  financed  by  SBICs  have  gener- 
ated more  than  10  times  the  employment  growth  of  all  other  small  businesses.  This 
is  a  result  of  the  fact  that  SBICs  intentionally  invest  primarily  in  startups  and 
other  small  companies  expected  to  have  high  growth  rates. 

Support  for  these  conclusions  can  also  be  found  in  a  recent  economic  impact  study 
completed  by  Coopers  &  Lybrand  for  the  National  Venture  Capital  Association.* 
The  study  found  that  428  venture  capital  (and  SBIC)  financed  companies  created  a 
new  increase  of  92,500  highly  skilled  U.S.  jobs  between  1985  and  1991,  an  average  of 
216  new  jobs  per  company.  The  average  net  job  growth  increase  per  company  was  18 
percent  compared  to  a  net  decrease  of  2  percent  for  Fortune  500  companies  over  the 
same  period. 

Definitive  studies  have  also  demonstrated  the  low  governmental  cost  of  creating  a 
permanent  job  through  the  SBIC  program.  The  Deloitte  &  Touche  Study  concluded 
that  $17,000  ^  invested  by  an  SBIC  into  a  small  business  creates  one  permanent  new 
job. 

In  order  to  determine  the  actual  direct  governmental  cost  of  this  new  job,  it  is 
necessary  to  compute  the  government's  actual  per  dollar  cost  of  its  share  of  this 
$17,000  investment.  Over  the  past  10  years  the  average  outstanding  amount  of  SBA 
guaranteed  leverage  was  $847  million.  During  the  same  period  the  average  out- 
standing amount  of  private  capital  invested  in  SBICs  totaled  $1,490  billion.  The  re- 
sulting average  ratio  of  SBA  guaranteed  leverage  to  private  capital  is  .568  to  1.  At 
this  ratio  (56.8  cents  for  every  $1,568  invested),  the  government  share  (represented 
by  government  guaranteed  leverage)  of  each  SBIC  dollar  invested  in  a  small  firm  is 
36  percent.  Consequently,  for  each  $17,000  invested  by  an  SBIC  to  create  a  job,  the 
government's  share  ($17,000  x  36  percent)  is  $6,120. 

Historically,  the  government's  actual  cost  for  each  $1  of  SBIC  leverage  guaranteed 
by  SBA  has  been  14.29  cents  (or  14.29  percent).^  Therefore,  the  government's  $6,120 
share  of  the  amount  an  SBIC  invests  to  create  a  job  multiplied  by  the  government's 
per  dollar  cost  of  14.29  percent  produces  a  historical  government  cost  to  create  a 
new  job  through  the  SBIC  program  of  $875  per  job.  This  level  of  cost  is  significantly 
below  the  published  per  job  cost  of  most  other  job  creation  programs  sponsored  by 
the  Federal  Government. 

RECENT  EVIDENCE  OF  LOW-COST  JOB  CREATION  BY  SBICS 

A  recent  study  of  a  representative  group  of  SBIC  portfolio  company  investments 
confirmed  the  remarkable  job  creation  capacity  of  SBIC  investments  in  small 
growth  firms.  ^  The  study  covered  SBIC  investments  of  $544  million  in  442  small 
growth  firms  over  the  last  10  years. 

During  this  period,  these  small  businesses  created  a  net  increase  of  49,678  new 
jobs  for  the  U.S.  economy.  The  creation  of  each  new  job,  therefore,  involved  an  SBIC 
investment  of  only  $11,000.  (While  this  is  substantially  less  than  the  $17,000  invest- 
ment per  job  used  in  the  above  analysis,  we  have  chosen  to  use  the  more  conserva- 
tive figure  to  compute  the  government  cost  per  job.) 


2  Who's  Creating  Jobs?,  Cogenetics,  Inc.  (May,  1993).  See  also  The  State  of  Small  Business:  A 
Report  of  the  President  (1992). 

^  "Summary  of  the  Economic  Impact  of  the  Small  Business  Investment  Company  Program"  by 
Deloitte  Haskins  &  Sells,  1980.  This  study  surveyed  the  job  growth  realized  by  all  companies 
financed  by  SBICs  from  1958  to  1979  compared  to  job  growth  by  all  small  companies  as  reported 
by  a  combination  of  the  Federal  Trade  Commission  Quarterly  Report  of  Manufacturing  Compa- 
nies, U.S.  Bureau  of  Census,  and  Arthur  D.  Little,  Inc.  estimates.  In  addition  to  job  growth,  the 
study  compared  the  average  annual  growth  of  all  sales,  profits,  assets  and  federal  corporate 
taxes  among  small  businesses  to  those  of  SBIC  financed  businesses.  Throughout  the  period  meas- 
ured, SBIC  financed  businesses  demonstrated  a  superior  growth  rate  in  all  categories  studies 
compared  to  that  of  all  other  small  businesses. 

*  "Third  Annual  Economic  Impact  of  Venture  Capital  Study"  by  Coopers  and  Lybrand  and 
Venture  Economics. 

5  $6,463  cost  per  job  in  1980  adjusted  for  inflation  to  the  present. 

«  Office  of  Management  and  Budget  (OMB)  budget  scoring  model  for  the  SBIC  program,  1992. 

^  NASBIC  survey  of  thirteen  randomly  selected  SBICs  of  different  sizes,  from  various  geo- 
graphic locations  and  having  different  investment  strategies  (May,  1993). 
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AN  EFFICIENT,  HIGH-VISIBILITY  INVESTMENT  INITIATIVE 

In  today's  environment  of  budget  deficits  government  investment  initiatives  de- 
signed to  create  jobs  must  be  highly  efficient  and  produce  the  greatest  numbers  of 
permanent  jobs  at  the  lowest  cost. 

The  SBIC  program  has  a  35-year  history  of  creating  permanent  jobs  at  extraordi- 
narily low  cost  to  the  government.  Despite  the  compelling  low  cost  job  creation  suc- 
cess of  the  SBIC  program,  utilisation  of  the  SBIC  program  was  deemphasized  sub- 
stantially during  the  past  10  years.  The  number  of  operating  SBICs  was  also  sharply 
reduced  during  this  period. 

In  order  to  revitalize  the  SBIC  program  and  thereby  benefit  from  this  efficient 
engine  of  job  growth.  Congress  passed  legislation  in  late  1992  to  restructure  and  im- 
prove the  program  (the  Small  Business  Equity  Enhancement  Act  of  1992)  P.L.  102- 
366).  With  the  regulations  governing  this  exciting  new  program  nearly  complete,  nu- 
merous institutional  and  other  private  investors  are  poised  to  invest  millions  of  dol- 
lars into  new  SBICs. 

The  new  SBIC  program  can  be  a  fresh,  high-visibility  initiative  to  showcase  Presi- 
dent Clinton's  commitment  to  small  business,  job  creation  and  investment  in  Ameri- 
ca's future  growth. 

CONCLUSION 

The  SBIC  program  alone  can  go  a  long  way  to  help  the  President  meet  his  job 
creation  goals.  And,  it  can  be  launched  with  a  modest  investment  of  government 
funds. 

Appropriations  of  only  $354-million  over  5  years  would  fully  fund  the  entire  $3.0- 
billion  in  SBIC  guarantees  authorized  by  Congress.  Based  on  the  proven  job  genera- 
tion capability  of  the  SBIC  program,  this  level  of  funding  would  ultimately  create 
over  350,000  permanent  new  jobs. 

For  FY  1994,  the  SBIC  industry  is  requesting  an  appropriation  of  $36.4  million.^ 
This  level  of  funding  will  create  25,000  new  jobs,  and  it  represents  a  modest  increase 
of  $10.6  million  over  the  Administration's  request  for  SBIC  funding. 

The  Chairman.  Thank  you,  Mr.  Parsons. 

You  know,  when  we  talk  about  these  successful  SBIC  companies 
we  always  use  the  same  one:  Intel,  Apple,  Federal  Express, 
Compaq,  and  so  on.  And  of  course,  one  of  the  most  compelling  argu- 
ments that  we  can  make  on  those  is  how  much  taxes.  For  example, 
last  year  that  typical  list  of  10  companies — it  was  1990  or  1991,  the 
last  year  we  had  complete  figures — they  paid,  those  10  companies, 
paid  a  $1,700,000,000  in  taxes  to  the  Federal  Government.  I  am 
talking  about  corporate  income  tax. 

I  do  not  know  what  the  total  SB  A  budget  is.  My  guess  is  that  it 
is  probably  over  twice  what  the  SB  A  costs  a  year.  But  that  does  not 
tell  anything  like  the  whole  story  because,  for  example,  Federal 
Express  has  24,000  employees  in  Memphis  alone.  And  you  think  of 
all  the  taxes  paid  by  all  the  employees  of  all  these  companies. 

Then  you  alluded  to  something  that  Patty  Forbes,  a  staffer  here 
gave  me  recently  on,  I  believe,  the  7(a)  program  that  showed  the 
7(a)  program,  the  way  we  score  it,  actually  generates  a  job  for 
every  $780  we  put  in  it,  something  like  that.  And  you  point  out 
that  SBICs  create  jobs  for  $17,000,  for  SBIC  dollar  invested,  but 
about  $800  plus  per  government  dollar  subsidy. 

It  is  a  remarkable  thing,  is  it  not,  how  difficult  it  is  to  get  peo- 
ple's attention  to  something  as  dramatic  as  that  is.  You  know,  one 
of  the  things  that  has  just  blown  my  mind  since  I  have  been  in  the 
Senate,  you  can  say  the  most  unbelievable  thing,  that  is  true — and 


*  $21-million  to  support  SBA  guarantees  for  $150  million  of  participating  securities  at  a  subsi- 
dy rate  of  14  percent;  and  $15.4  million  to  support  SBA  guarantees  of  $100  million  for  current 
pay  debentures  at  a  subsidy  rate  of  15.4  percent. 
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it  is  like  pouring  water  off  a  duck's  back.  I  mean,  nobody  seems  to 
care,  it  is  as  though  they  did  not  understand  what  you  said. 

I  have  been  fighting  for  reform  of  the  mining  laws  of  this  coun- 
try for  5  years.  And  all  I  ever  got  was  just  a  ho  hum.  I  have  always 
sort  of  prided  myself  on  my  ability  as  a  trial  lawyer.  I  was  a  trial 
lawyer  and  I  always  thought  I  was  a  pretty  good  country  stump 
speaker  and  could  get  people's  attention  and  make  them  pay  atten- 
tion. You  get  out  there  and  say  do  you  realize  the  government  has 
sold  off  over  $3  million  of  land  for  $2.50  an  acre. 

Hmm.  Is  that  true? 

Ms.  Cloherty.  Where  can  I  get  some? 

The  Chairman.  And  that  they  just  sold  2,000  acres  of  land  to  a 
company  that  has  $35  billion  worth  of  palladium  and  platinum  on 
it. 

Ho  hum. 

To  me,  that  is  the  sort  of  thing  that  just  ought  to  have  people 
standing  on  their  heads. 

This  year,  suddenly,  simply  because  Bruce  Babbitt  is  Secretary 
and  Bill  Clinton  is  President,  people  are  beginning  to  pay  atten- 
tion. And  it  is  like  I  always  say,  it  is  the  draft  horses  around  here. 

Something  I  ought  not  to  say,  but  sometimes  I  go  back  home  and 
I  make  speeches  and  say  do  you  know,  you  let  them  change  15 
Members  of  the  U.S.  Senate  and  I  promise  you  the  government  will 
work. 

[Laughter.] 

The  Chairman.  And  it  will  work  very  well.  We  just  never  seem 
to  achieve  that  critical  mass. 

I  will  tell  you  something  else,  the  guys  you  see  on  evening  televi- 
sion are  not  the  ones  who  make  the  show  go.  It  is  guys  like  Tom 
Daschle,  whom  the  ordinary  guy  in  my  State  has  never  heard  of,  or 
like  Terry  Sanford,  one  of  the  truly  outstanding  Senators.  Jeff 
Bingaman  of  New  Mexico,  and  I  could  go  on  listing  a  whole  host  of 
Senators  that  nobody  in  my  State  has  ever  heard  of,  who  are  the 
ones  that  really  make  the  mare  go.  And  once  they  are  on  the  cut- 
ting edge  for  3  or  4  years  it  becomes  trendy,  of  course,  that  is  when 
the  show  horses  move  in  and  take  over  the  issue. 

I  do  not  have  any  real  objection  to  that,  because  that  is  the  way 
it  works  and  nobody  is  ever  going  to  change  it.  But  in  the  final 
analysis,  the  only  time  anything  happens  around  here  is  when  the 
people  get  upset. 

I  have  discussed  Bosnia — and  this  is  not  secret.  I  do  not  go 
around  talking  about  my  conversations  with  the  President.  I  thor- 
oughly enjoy  having  a  close  friend  in  the  White  House,  though.  I 
have  been  over  there  in  the  last  2  weeks  more  than  I  was  there  the 
last  12  years.  And,  you  know,  to  be  able  to  pick  up  the  phone  and 
call  the  President  and  get  your  phone  call  returned,  that  is  heady 
stuff,  and  I  like  it. 

But — well,  I  guess  I  had  better  not  start  now  talking  about  my 
conversations  with  the  President.  Except  to  say  it  is  good  to  be  able 
to  make  cases,  like  on  the  mining  law  reform,  to  a  person  who 
shares  your  abhorrence  and  shock  at  something  that  has  been 
going  on  for  so  many  years. 

I  remember  one  time  Prime  Time  Live — we  are  off  the  subject 
now — did  a  segment  on  my  efforts  at  reforming  the  mining  laws. 
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And  a  lot  of  Senator's  phones  began  to  ring  off  the  wall.  One  Sena- 
tor called  our  office  the  next  day  and  said,  "My  God,  put  me  in  as  a 
cosponsor.  My  phone  is  ringing  off  the  wall."  When  I  brought  the 
bill  up  2  months  later,  he  voted  against  it.  He  will  remain  name- 
less. 

I  want  to  thank  both  of  you  for  your  testimony.  You  have  simply 
fortified  for  me  all  the  things  that  I  believed.  But  to  go  back  to 
before  I  started  that  little  soliloquy,  you  cannot  believe  that  Mem- 
bers of  the  Senate  could  seriously  entertain  this  provision  in  S.  4. 
Yet,  I  know  the  way  things  work  around  here  is  a  very  dangerous 
thing,  and  the  President  obviously  does  not  want  to  get  involved  in 
a  turf  fight. 

There  should  be  no  turf  fight.  We  should  not  be  involved  in  this. 
It  is  a  waste  of  my  time,  it  is  a  waste  of  your  time,  dealing  with 
something  that  should  never  have  been  required  in  the  first  place. 

So  we  will  go  over  there  and  we  will  use  the  charts  and  we  will 
show  Intel  and  Cray  Research  and  all  the  rest  of  it  and  hope  every- 
body will  be  favorably  impressed  by  it.  But  you  do  not  have  any 
assurance  of  that.  But  how  we  can  sit  here  and  set  up  another  bu- 
reaucracy to  do  exactly  what  SBICs  have  done  with  very  laudable 
success  is  one  of  the  things  that  is  maddening  about  this  place. 

Well,  I  guess  that  was  essentially  it.  One  of  the  things,  though, 
that  we  will  emphasize  in  the  debate,  and  that  is  the  cost  of  the 
job.  I  hate  the  supercollider  and  the  space  station  not  because  they 
are  not  worthy  and  meritorious,  but  because  they  consume  so  much 
of  our  resources.  The  space  station  does  not  even  have  a  mission. 

It  reminds  me  of  the  B-2  bomber.  Every  time  we  got  in  trouble 
they  changed  the  mission.  Now,  it  is  a  conventional  bomber.  You 
know,  we  could  have  built  a  conventional  bomber  for  $500  million 
a  copy  less  than  that  bomber  cost.  But  we  spend  billions,  like  we 
are  spending  on  the  supercollider,  which  in  my  opinion  is  just  as 
dead  as  a  dodo  bird,  it  will  never  be  finished. 

The  space  station  does  not  have  a  mission.  Les  Aspin  has  pro- 
claimed SDI  dead.  Unhappily,  that  is  $35  billion  late. 

We  just  go  ahead  and  put  money  into  these  programs  year  after 
year.  Everybody  knows  at  the  beltbuckle  level  we  are  going  to  ter- 
minate them  because  they  are  not  meritorious.  They  cannot  sus- 
tain themselves.  And  here,  we  are  doing  precisely  the  worst  thing 
we  could  do,  setting  up  another  bureaucracy  to  do  exactly  what 
somebody  is  doing  and  doing  well. 

If  the  SBIC  were  not  fulfilling  this  need  it  would  be  one  thing. 
But  when  you  take  what  the  SBIC  is  doing,  and  hopefully  the 
Bumpers  capital  gains  bill,  we  are  doing  exactly  what  we  ought  to 
be  doing.  We  are  forcing  those  guys  who  deliver  those  accolades  to 
small  business  to  belly  up  and  put  their  money  where  their  mouth 
is. 

Thank  you  all  very  much  for  coming  this  morning.  I  think  this  is 
an  excellent  hearing  record  and  it  will  be  of  immeasurable  help  to 
Senator  Pressler  and  me  when  we  go  to  the  floor  with  this. 

Incidentally,  I  want  to  say  one  other  thing.  Mr.  Bowles  was  talk- 
ing about  negotiating  with  Ron  Brown.  I  do  not  mind  telling  you, 
there  is  nothing  to  negotiate,  as  far  as  I  am  concerned. 

Thank  you  all  for  coming. 

[Whereupon,  at  12:52  p.m.,  the  hearing  was  adjourned.] 
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ADDITIONAL  MATERIAL  SUBMITTED  FOR  THE  RECORD 

U.S.  Small  Business  Administration, 

Washington,  DC  20416, 

July  16,  1993. 
Honorable  Dale  Bumpers, 
Chairman,  Committee  on  Small  Business, 
U.S.  Senate, 
Washington,  DC  20510. 

Dear  Mr.  Chairman.  This  is  in  response  to  your  letter  of  June  15  in  which  you 
enclosed  additional  questions  from  Senator  Pressler  in  conjunction  with  your  Com- 
mittee's June  9  hearing  on  SBA's  support  for  technology  development. 
I  am  happy  to  provide  the  enclosed  responses. 

Again,  I  want  to  thank  you  for  holding  an  excellent  hearing  on  a  subject  which  I 
believe  is  of  critical  importance  as  we  strive  to  revitalize  the  American  economy. 
Sincerely, 

Erskine  Bowles, 

Administrator. 


Questions  for  Erskine  Bowles  from  Senator  Larry  Pressler  Regarding  the 

SBIC  program 

Question  1.  Medium  and  large-sized  companies  that  have  more  than  one  product 
line  usually  are  able  to  find  venture  financing  for  a  new  idea  if  it  is  marketable. 
However,  many  small,  or  start-up  companies  with  good  ideas  often  are  locked  out  of 
traditional  venture  capital  financing  simply  because  of  their  size.  In  your  opinion, 
and  from  your  many  years  of  experience  in  financing  small  companies,  at  what  size 
does  this  dynamic  usually  become  a  problem? 

Answer.  This  is  a  very  difficult  question  to  answer.  For  a  definitive  answer,  exten- 
sive research  would  need  to  be  performed  and  information  would  need  to  be  ob- 
tained from  various  commercial  banks,  investment  banks  and  venture  firms. 

The  ability  to  raise  funds  to  develop  and  market  new  ideas,  whether  from  banks 
or  securities  markets,  depends  less  on  the  size  of  the  company  and  much  more  on 
the  perceived  risk  of  the  investment  and  the  related  potential  return  expectations. 
As  an  example,  companies  with  almost  no  assets  but  a  great  idea  and  an  experi- 
enced management  team  have  been  able  to  access  the  public  securities  markets 
based  on  the  perceived  strength  of  "their  story"  and  the  potential  return. 

In  general,  however,  start-up  technology  ventures  with  no  operating  history  are 
perceived  to  be  far  too  risky  for  banks  to  finance.  These  companies  generally  must 
turn  to  the  venture  capital  industry  for  their  financing.  The  more  capital  intensive 
the  industry,  the  greater  the  need  for  funds  from  the  venture  capitalist.  Unfortu- 
nately, over  the  last  5  years  the  annual  amount  of  venture  capital  being  formed  in 
the  United  States  decreased  from  $4  billion  to  $1  billion.  Industry  sources  believe 
there  was  some  increase  in  venture  capital  formation  in  1992,  however,  we  do  not 
know  how  much  of  these  funds  are  flowing  into  small  business. 

Our  hope  is  that  the  restructured  SBIC  Program  will  help  to  dramatically  reverse 
this  downward  trend  in  the  funds  flowing  to  the  venture  capital  industry  for  invest- 
ment in  growth-oriented  small  companies. 

Question  2.  Could  you  discuss  the  differences — in  terms  of  cost  and  risk  to  the  gov- 
ernment— between  guaranteed  government  loans,  direct  government  loans,  and  pre- 
ferred participating  securities? 

Answer.  Generally,  guaranteed  government  loans  should  be  less  costly  to  the  gov- 
ernment than  direct  government  loans.  This  assumes  that  cost  includes  both  pro- 
gram and  administrative  cost. 

While  participating  securities  are  equity  securities  and  not  loans;  they  will  be  con- 
sidered guarantee  loans  for  purposes  of  this  discussion. 

Under  a  guaranteed  loan  program,  the  government  provides  a  guarantee  to  a  fi- 
nancial intermediary  to  induce  the  intermediary  to  provide  assistance  to  the  intend- 
ed recipient.  Under  the  7(a)  Program,  SBA  guarantees  a  portion  of  an  individual 
loan  made  by  a  bank  or  an  approved  non-bank  lender  to  a  small  business  concern. 
However,  under  the  SBIC  Program,  SBA  guarantees  100  percent  of  an  SBICs  deben- 
ture which  is  pooled  and  pass  through  certificates  are  sold  in  the  public  markets  to 
raise  funds  which  the  SBIC  then  lends  to  a  small  business  concern. 

Since  the  loan  making  and  servicing  responsibility  belongs  to  the  intermediary, 
there  should  be  less  administrative  cost  to  the  government.  Also,  a  guaranteed  loan 
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does  not  involve  an  outlay  of  government  funds  unless  the  government  is  required 
to  honor  its  guarantee. 

Under  a  direct  loan  program,  the  government  provides  the  financial  assistance  di- 
rectly, which  involves  loan  making  and  servicing  responsibilities  on  the  part  of  the 
government.  It  also  involves  an  immediate  outlay  of  100  percent  of  the  amount  of 
the  loan.  Under  the  SBIC  Program,  the  direct  funding  activity  is  primarily  focused 
on  the  purchase  of  preferred  stock  from  Specialized  SBICs,  which  is  not  a  loan  activ- 
ity- ,    . , 

Under  credit  reform,  the  cost  of  a  program  is  measured  in  terms  of  its  subsidy 
rate.  This  rate  does  not  include  administrative  costs  associated  with  a  program. 
Generally,  a  direct  program  will  have  a  higher  subsidy  rate  than  a  guarantee  pro- 
gram. 

With  regard  to  participating  securities,  the  subsidy  rate  will  be  lower  than  the 
SBIC  debentures  guaranteed  by  SBA.  This  reduced  cost  results  from  the  structure  of 
the  security  and  not  whether  it  is  a  direct  or  guarantee  obligation  of  the  govern- 
ment. 

Question  3.  How  competitive  are  our  high-tech  companies  compared  with  those  of 
Japan,  Germany,  and  other  foreign  competitors?  How  are  we  really  doing? 

Answer.  This  is  a  very  difficult  issue  that  is  almost  impossible  to  quantify.  There 
are  numerous  components  of  competitiveness,  including  productivity,  innovation 
and  commercialization.  Statistically,  American  companies  have  led  the  world  in 
recent  years  with  regard  to  productivity  gains.  While  attributes  such  as  innovation 
and  success  at  commercialization  are  less  quantifiable,  the  United  States  certainly 
remains  a  leader  in  these  areas,  and  as  a  result  is  competitive  in  most  world  mar- 
kets, with  the  notable  exception  of  Japan.  In  fact,  the  United  States  maintains  a 
good  balance  of  trade  in  high  technology  goods  with  most  regions  of  the  world 
except  Japan.  . 

While  part  of  the  problem  in  the  past  was  due  to  failure  by  some  American  firms 
to  commercialize  their  innovations  and  maintain  high  quality,  American  industry 
has  made  great  strides  in  these  areas.  Much  of  our  remaining  problem  in  selling 
high  technology  goods  to  Japan  is  due  to  structural  impediments  in  the  Japanese 
marketplace  which  prevents  American  participation.  On  the  other  hand,  the  Japa- 
nese are  continuing  to  acquire  small,  start-up  technology  firms  in  the  United  States 
in  order  to  capitalize  on  American  innovations  in  areas  such  as  biotechnology.  As 
you  know,  President  Clinton  has  made  the  reduction  of  Japanese  trade  barriers  a 
high  priority  which  he  is  pursuing  diligently  on  his  current  trip  to  Japan. 

Question  4.  How  does  the  American  venture  capital  industry  compare  to  foreign 
venture  capital  industries? 

Answer.  Until  very  recently,  the  American  venture  capital  industry  was  the 
world's  largest,  accounting  for  $35  billion  of  the  $80  billion  worldwide  venture  pool. 
During  1991,  however,  the  United  States  was  surpassed  by  the  European  venture 
capital  industry  where  investments  were  three  times  higher  than  the  U.S.  level. 
Competitive  pressures  also  continued  from  the  Japanese  industry,  the  third  largest 
worldwide,  although  evidence  of  retrenchment  by  Japanese  venture  capitalists  ap- 
peared during  1992.  Overall,  the  dramatic  growth  over  the  past  decade  of  foreign 
venture  funds,  which  were  virtually  nonexistent  before  1980,  has  blurred  geographic 
boundaries  both  for  sources  and  uses  of  funds,  making  the  venture  capital  industry 
an  international  enterprise.  This  assessment  is  based  on  Venture  Capital  at  the 
Crossroads  (Bygrave  &  Timmons)  and  various  issues  of  the  Venture  Capital  Journal 
which  document  these  trends  and  developments  by  country. 

While  the  structure  of  the  venture  capital  industry  varies  by  nation,  there  are 
key  distinctions  in  the  characteristics  of  the  American  venture  capital  industry.  The 
U.S.  industry  consists  largely  of  private,  independent  firms  that  have  increasingly 
focused  on  expansion  financings  (44  percent  of  dollars  invested  in  1986-89)  and  de- 
emphasized  traditional  venture  investments  in  start-up  and  early-stage  financings 
(29  percent  in  1986-89).  By  the  late  1980s,  the  largest  group  of  American  invest- 
ments was  in  medical  and  health-care  related  ventures,  followed  by  communica- 
tions, consumer  products,  computer  hardware  and  systems,  and  electronics. 

By  contrast,  foreign  venture  capital  industries  generally  have  greater  numbers  of 
corporate  and  government-related  venture-capital  firms  that  focus  on  investing  in 
established,  profitable  companies  and  management  buy-outs  and  buy-ins.  For  exam- 
ple, banks  and  financial  institutions  supplied  most  European  capital,  with  84  per- 
cent of  European  investments  during  1986-89  going  to  LBOs,  acquisitions,  and  ex- 
pansions. Investments  by  industry  also  are  very  different  from  the  American  pat- 
tern. Almost  80  percent  of  European  investments  in  1989  were  in  industrial  prod- 
ucts, consumer  products  and  other  industries. 
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The  shift  in  American  investment  strategies  is  a  result  of  the  influx  of  institution- 
al investors  into  the  U.S.  venture  capital  industry.  During  the  1980s,  pension  funds 
became  the  primary  source  of  American  venture  capital  funds,  accounting  for  46 
percent  of  total  capital  by  1988,  while  corporations,  endowments,  foundations,  and 
insurance  companies  contributed  an  additional  32  percent  of  the  funds.  These 
sources  replaced  wealthy  families  and  individuals  who  historically  had  been  the  pri- 
mary suppliers  of  funds.  The  increased  importance  of  institutional  investors  shifted 
investments  from  traditional  "patient  capital"  ventures  into  more  liquid,  shorter- 
term  financings. 


NoRWEST  Venture  Capital  Management,  Inc., 
222  South  Ninth  Street,  Minneapolis,  MN  5502-3388, 

June  7,  1993. 

Honorable  Dale  Bumpers, 

Chairman,  Committee  on  Small  Business, 

U.S.  Senate, 

SR-428A  Russell  Senate  Office  Building, 

Washington,  DC  20510-6350. 

Dear  Senator  Bumpers.  I  am  a  partner  of  Norwest  Venture  Capital,  one  of  the 
largest  Small  Business  Investment  Companies  in  the  United  States. 

It  has  come  to  my  attention  that  legislation  is  being  considered  by  the  Senate  (S. 
4)  that  would  establish  a  new  government  sponsored  private  investment  program, 
administered  by  the  Commerce  Department,  to  help  stimulate  investment  in  high 
technology  industries.  The  notion  of  an  investment  program  to  support  high  tech- 
nology is  laudable,  since  it  is  well  understood  that  high  technology  businesses  ad- 
vance the  productivity  of  the  nation  and  provide  high  paying  jobs  to  its  employees. 
However,  a  new  government  program  is  not  needed  because  it  already  has  a  high 
technology  investment  program,  the  Small  Business  Investment  Company  (SBIC) 
program  under  the  Small  Business  Administration.  The  purpose  of  my  comments  to 
the  Committee  is  to  demonstrate  that  the  SBIC  program,  through  participants  such 
as  Norwest  Venture  Capital,  has  been  effective  in  stimulating  investment  in  high 
technology  for  over  30  years. 

Norwest  Venture  Capital  was  founded  in  Minneapolis,  MN  in  1961  with  $2.0  niil- 
lion  in  capital  as  a  new  licensee  in  the  SBIC  program.  Since  then,  Norwest  has  in- 
vested over  $300  million  in  over  250  businesses.  Today  it  manages  3  SBICs  and  has 
offices  in  Boston,  MA  and  Menlo  Park,  CA  in  addition  to  its  headquarters  in  Minne- 
apolis. The  investment  focus  of  Norwest  over  the  years  has  been  heavily  weighted 
toward  high  technology  businesses.  Over  two-thirds  of  our  investment  dollars  have 
been  invested  in  companies  in  the  computer  hardware,  computer  software,  medical 
products  and  services,  environmental,  telecommunications  and  space  exploration 
and  other  high  technology  industries.  Most  of  these  investments  were  at  very  early 
stages  in  the  companies'  histories  and  were  crucial  to  the  companies'  survival  and 
development.  Several  brief  examples  follow: 

National  Computer  Systems,  Minneapolis,  MN. — Initial  investment  in  1965. 
This  company  provides  computer-based  products  used  primarily  in  educational 
related  applications.  It  had  revenues  in  excess  of  $300  million  in  1992  and  em- 
ploys over  3,000  people. 

Gray  Research,  Inc.,  Minneapolis,  MN. — Initial  investment  in  1972.  This  com- 
pany is  a  legend  in  the  computer  industry  and  is  the  dominant  manufacturer  of 
supercomputers  in  the  world.  With  revenues  of  over  $797  million  in  1992,  Cray 
employs  over  5,400  people. 

Network  Systems  Corporation,  Minneapolis,  MN. — Initial  investment  in  1974. 
NSC  was  a  start-up  company  in  1974  developing  computer  networking  products. 
The  company  had  1992  revenues  of  $219  million  and  employs  over  1,350  people. 
MGI  Pharma,  Minneapolis,  MN. — Initial  investment  in  1980.  Norwest  fi- 
nanced the  start-up  of  this  biotechnology  company  founded  by  two  scientists 
from  the  University  of  Minnesota.  Today  it  is  a  successful  publicly-held  compa- 
ny. 

Pacific  Nuclear  Systems,  Inc.,  Seattle,  WA. — Initial  investment  1983.  This 
company  provides  products  and  services  to  ensure  the  proper  handling  of  nucle- 
ar waste.  Pacific  Nuclear  is  publicly-held,  had  1992  revenues  of  $69  million,  and 
employs  475  people. 

Orbital  Sciences  Corporation,  Vienna,  VA. — Initial  investment  in  1983.  OSC 
produces  special  purpose  rockets  used  in  launching  satellites  and  provides  relat- 
ed services.  It  recognized  very  early  the  opportunities  in  the  private  sector  for 
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space  exploration.  Orbital  is  a  publicly-held  company  with  1992  revenues  of 
$174  million  and  employs  over  1,165  people. 

Curative  Technologies,  Setauket,  NY. — Initial  investment  in  1986.  The  compa- 
ny's product  is  a  topical  dressing  formed  from  a  patient's  own  blood  that  can 
treat  chronic,  non-healing  wounds.  It  is  based  on  a  technology  from  the  Univer- 
sity of  Minnesota.  Today  CTI  operates  over  40  wound  healing  centers  using  its 
product.  The  company  had  revenues  in  1992  of  $22  million  and  employs  197 
people. 

PeopleSoft,  Inc.,  Walnut  Creek,  C4.— Initial  investment  in  1990.  This  company 
provides  sophisticated  computer  software  that  allows  human  resource  depart- 
ments to  function  much  more  efficiently.  PeopleSoft  had  revenues  in  1992  of 
$31.5  million  and  employs  approximately  188  people. 

This  should  give  you  a  sense  of  the  types  of  technology-based  businesses  in  which 
Norwest  invests  and  some  of  the  benefits  to  the  economy  and  society  from  successful 
technology  business  development. 

You  should  also  be  aware  that  the  Equity  Enhancement  Act  of  1992  will  strength- 
en the  SBIC  industry  and  in  particular  the  new  form  of  funding  will  make  the  pro- 
gram more  conducive  to  early  stage  technology  business  investment. 

It  seems  obvious  to  me  that  any  additional  measures  to  stimulate  technology  in- 
vestment should  be  done  within  the  SBIC  program.  Efforts  to  create  a  separate  tech- 
nology investment  vehicle  would  be  duplicative  and  counterproductive. 
Respectfully  yours, 

John  P.  Whaley, 

Partner. 
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